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Dear ALJ Wolfe:

With copy of this letter the original exhibits in this matter have been distributed, as follows:

Docket Control A-1 through A-80, A-82 through A-102, and A-104

H-1 and H-2

RUCO-1 through RUCO-8, and RUCO-10 through RUCO~12

S-1, S-2, S-4 through S-8, and S-11 through S-48

SH- 1
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Returned to Applicant A-81 and A-103

Returned to Staff S-3, S-9 and S-10
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WS-01303A-02-0867, etc.
Distribution of Exhibits
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Exhibits Nos. A-81, A-103, and S-3 are being returned to the Applicant and Staff, respectively,
because they were withdrawn.

Exhibits Nos. S-9 and S-10 are being returned to Staff because they were not moved for admission
on the record either inadvertently or by design.

We did not check out the Docket File.

Please let us know if you have any questions or if we may be of any further assistance.

Very truly yours,

Marta T. Hetzer
Administrator/Owner

Enclosure

Copy to: Arizona-American Water
AUIA
Docket Control
Frank Grimmelmann, Intervenor
RUCO
Staff
Sun City Taxpayers' Assoc,
Sun Health Corp.
Town of Youngstown
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EXECUTIVE SUMMARY
OF THE SURREBUTTAL TESTIMONY OF
ARIZONA~AMERICAN WATER COMPANY

DOCKET nos. WS-01303A_02-0867 et al

On October 10, 2003, Arizona-American Water Company ("AAWC" or "Company") filed
its rebuttal testimony in response to Staffs direct testimony. Mr. Iggie responds to the
Company's criticisms of his direct testimony. The Company is contesting Staff's
recommendations on the following pertinent issues:

The Company objects to Staffs recommendation to use Citizens recorded test year
overhead expenses for determination of revenue requirement in this proceeding.
AAWC argues that Citizens' recorded test year overhead expenses are extraordinary
and irregular because Citizens' test year overhead expenses are significantly less than
its 1999 and 2000 costs. Also, the Company contends that its 2002 overhead
expenses and Service Company charges are more representative of the costs
necessary to operate the ten systems under its management.

Staff disagrees with the Company's contention that Citizens' recorded test year
overhead expenses are extraordinary and irregular. The Company did not
conclusively demonstrate why Citizens' 1999 and 2000 overhead expenses are more
representative of a normal level of overhead expenses. It is speculative to assume
that Citizens' 1999 and 2000 overhead expenses are more representative simply
because they are higher in amount than test year costs. Worse still, AAWC's
proposal to use its 2002 overhead expenses for calculating revenue requirement is
inconsistent with sound rate-making principles because it creates a mismatch between
test year revenues, expenses and rate base.' In addition, the Company's proposal
increases overhead expenses without any known benefit to ratepayers.

Similarly, AAWC contends that Staffs recommendation to use Citizens' recorded
test year salaries, wages and related expenses should be rejected because Citizens'
test year costs are extraordinary and irregular. The Company did not demonstrate
why Citizens' 1999 and 2000 salaries, wages and related expenses are more
representative than test year costs. Staff disagrees with the Company's claim that its
2002 salaries, wages and related expenses are more representative of a normal level
of operation than Citizens' recorded test year costs. The Company failed to
demonstrate through its responses to several of Staffs data requests that there is any
significant change to Citizens' test year salaries, wages and related expenses since it
acquired the ten systems. The Company's proposal should be rejected absent of any
evidence that there exists a significant change to Citizens' test year costs. AAWC's
proposal creates a mismatch between test year revenues, expenses and rate base.

Staff accepts the Company's recalculation of Anthem Water Company's purchased water
expenses based on a normalized quantity of 2001 water ordered and 2002 cost per acre-foot.
Staff also accepts the Company's proposed water purchased expense for the Agua Fria Water
Division.
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I

l INTRODUCTION

2 Q- Please state your name and business address.

3 A.

4

My name is Alexander Ibhade Iggie. My business address is 1200 West Washington

Street, Phoenix, Arizona 85007 .

5

6 Q-

7

Mr. Iggie, did you file Staff's direct testimony on test year operating income in this

case?

8 A. Yes. I filed direct testimony and supporting schedules on behalf of the Utilities Division

9 Staff ("Staff") on September 5, 2003 .

10

11 Q- What is the purpose of your surrebuttal testimony in this proceeding?

12 A.

13

My surrebuttal testimony addresses the operating income issues raised by Arizona-

American Water Company, Inc. ("A.AWC" or "Company") in its rebuttal testimony filed

14 on October 10, 2003 .

15

16 Q- Is Staff revising its direct testimony position for any operating income issues?

17 A.

18

19

20

21

Yes. Staff accepts the Company's recalculation of Anthem Water Company's purchased

water expense based on 2001 normalized quantity of water ordered and 2002 cost per

acre-foot. In addition, Staff accepts the Company's proposed purchased water expense for

the Agua Fria Water Division. These changes are discussed in the relevant sections of

Staff' s surrebuttal testimony.

22

23 Q- Did Staff make any other revisions to test year operating incomes?

24 A.

25

26

Yes. Staff made adjustments to depreciation, property taxes and income tax expenses to

conform to its surrebuttal positions on Pumping Equipment and Computer Equipment as

described in the surrebuttal testimony ofStaff witness Mr. Dacron Carlson.
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I

1 SUMMARY OF THE COMPANY'S REBUTTAL TESTIMONY

2 Q- What contested operating income issues are addressed by Staf fs surrebuttal

3

4 A.

5

6

testimony?

Staff addresses the following contested issues in its stnrebuttal testimony.

1. Corporate Cost Allocation

2. Salaries, Wages and Related Expenses

3. Purchased Water Expense7

8

9

10

11

OPERATING INCOME

Corporate Cost Allocation

Q.

12

Please comment on the Company's continued argument for recognition of American

Water Work's ("AWW") overheads and Service Company Charges in this

13 proceeding.

14 A.

15

AAWC has modified its original request to substitute its projected overhead expenses and

Service Company charges for Citizens' recorded test year costs. In its rebuttal testimony,

the Company seeks to recover AWW's 2002 normalized actual amount of overheads and

Service Company charges. AAWC claims that Citizens' recorded test year overhead

expenses are inappropriate for the following reasons :

16

17

18

19

20

21

22

23

24

"First, these Citizens' expenses bear no relation to the administrative and

general management expenses that the Company will incur during the

time new rates will be in effect. Second, as explained by Mr. BOurassa,

the amounts recorded by Citizens during the test year are extraordinary

and irregular." See rebuttal testimony of Stephenson at p-17, #16-19.

25
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1 Q. Why does AAWC claim in its rebuttal testimony that Citizens' recorded test year

2

3 A.

overhead expenses are extraordinary and irregular?

AAWC contends that because Citizens' 1999 and 2000 overhead expenses were

4

5

6

significantly higher than Citizens' recorded test year overhead expenses, Citizens'

recorded test year overhead expenses are not representative of a normal level of expenses.

The Company claims that the "...large disparity in Citizens charges in 2001 is clearly due

7 to the pending sale of the water and wastewater. Citizens was winding down its

8

9

operations and eliminated various personnel and expenses as it transitioned toward a

telecommunications utility." See Stephenson's rebuttal testimony at p-18, #5-8.

10

11 Q;

12

Did the Company provide any evidence to support its claim that Citizens recorded

test year overheads are extraordinary and irregular?

13 A. No. The Company seems to suggest that because Citizens overhead expenses were higher

14

15

16

17

18

in 1999 and 2000 than Citizens' recorded test year costs, Citizens recorded test year

overhead expenses are irregular and extraordinary. In addition, the Company claims that

the large disparity between Citizens' 1999 and 2000 overhead expenses relative to

Citizens' recorded test year overhead expenses is due to Citizens winding down its

operations in anticipation of sale of its water and wastewater systems.

19

20 Q.

21

Does Staff agree with the Company's assertion that Citizens' recorded test year

overheads are extraordinary and irregular?

22 A.

23

24

No. Staff disagrees with AAWC's assertion that Citizens' recorded test year overheads

are extraordinary and irregular. The Company has not provided any evidence to support

its claim that Citizens' 1999 and 2000 overhead expenses are more representative of a

25 normal level of overheads than Citizens' recorded test year overhead expenses. It  is

26

27

speculative to assume that 1999 and 2000 overhead expenses are more representative of a

normal level of operation simply because those costs are higher than Citizens' recorded
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r

1

2

3

4

test year overhead expenses. The Company has not met its burden of demonstrating why

it believes that Citizens' recorded test year overhead expenses are extraordinary and

irregular. On the other hand, Staff did not review or audit Citizens' 1999 and 2000

overhead expenses and cannot detennine whether Citizens' 1999 and 2000 overhead

5 expenses are nominal.

6

7 Q-

8

9

Is it consistent with sound rate-making principles to assume that test year levels of

expenses are representative of a utility company's normal level of expenses, on a

going forward basis?

10 A.

11

12

13

14

15

16

17

Yes. In the absence of contrary evidence, the test year is assumed to be representative of

on-going operations. However, pro forma adjustments are allowed for known and

measurable changes to test year results and balances in order to obtain a normal or more

realistic relationship between revenues, expenses and rate base. Pro forma adjustments

that create a mismatch between test year revenues, expenses and rate base are not

considered known and measurable and are normally inappropriate. Further, adjustments

that increase the revenue requirement due to change in ownership with no corresponding

benefit to ratepayers are also inappropriate.

18

19 Q- Does AAWC agree that test year level of expenses are representative of normal

20 operations and that test year revenues should be matched with test year expenses?

21 A. Yes. AAWC witness Mr. Stephenson states at p-19, #5-7 of his rebuttal that cs
I • . the

22

23

24

operation and maintenance ("O&M") charged directly to each of Arizona-American

districts will not materially change. Thus, the O&M expenses actually recorded in 2001,

the test year, for the most part, known and measurable expenses, should be matched with

25 2001 revenues."
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1 Q- Please comment on the above assertion.

2 A.

3

4

5

6

The Company seems to suggest that the O&M expenses are representative of a normal

level of expenses for the ten systems and that test year recorded O8cM expenses should be

matched with 2.01 revenues. This assertion is consistent with sound rate~making

principles which assume that test year level of expenses are representative of a normal

level of expenses except for known and measurable changes.

7

8 Q-

10

11

12 A.

13

14

15

16

17

Is Staffs recommendation to disallow AAWC's proposal to substitute its projected

or 2002 overhead expenses and Service Company charges for Citizens' recorded test

year overhead expenses consistent with the Company's assertion that test year

expenses are representative of a normal level of expenses?

Yes. Contrary to the Company's argument against using Citizens recorded test year

overheads for determining revenue requirement in this proceeding, Staff has no reason to

believe that Citizens' test year overhead expenses are not representative of normal levels

of expenses. Citizens demonstrated during the test year that its recorded test year

overhead expenses are adequate to provide water utility service to the customers within

the ten systems.

18

19 Q.

20

Please comment on the Company's c la im that  proper ra temaldng ca l ls for

adjustments for known and measurable occurrences?

21 A.

22

23

24

25

In ratemaking, pro forma adjustments are made for known and measurable changes to test

year results and balances to reflect a normal and more realistic relationship between test

year revenues, expenses and rate base. On the contrary, rate-making principles do not call

for adjustments that create a mismatch between test year revenues, expenses and rate base

and/or that increase costs due to change in ownership with no benefit to ratepayers.

26
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1 Q.

2

3

4 A.

5

6

7

8

Does the Company proposal to substitute its 2002 normalized actual overheads and

Service Company charges for Citizens' recorded test year overhead expenses

constitute a known and measurable change to test year results.

No. Recognition of AAWC's 2002 normalized actual overhead expenses does not qualify

as a pro forma adj vestment because it is inconsistent with a historical test year and creates a

mismatch between test year revenues, expenses and rate base. For example, the

Company's proposed adjustment matches the costs incurred to provide service to the 2002

level of customers and sales with revenues for 2001. It also unduly increases overhead

expenses by approximately $4,079,823 without any known benefit to ratepayers.9

10

11 Q.

12

13

14

15

16

A.

How does Staff respond to the Company's claim that Staff conveniently ignores the

concept of matching test year revenues, expenses and rate base first by recognizing

pro forma plant additions in 2002 and second by recognizing Del Webb's payment in

lieu of revenue that will not begin in 2004?

Mr. Carlson addresses this first point in his surrebuttal testimony at p-8 .

17

18

19

20

21

22

23

24

Second, Staff accepted AAWC's pro forma adjustment to recognize Del Webbs' payment

in lieu of revenue ("PILOR") because doing so is consistent with sound ratemaking and

does not create a mismatch as the Company is now asserting. The payment in lieu of

revenue was proposed by the Company and accepted by Staff after review of the related

agreement between Del Webb Corporation and Anthem Water/Wastewater. The

agreement specifies a schedule for the PILOR amounts over time. The PILOR amounts

are known and should be recognized just as the Anthem and Agua Fria purchased water

fees are known and recognized in pro forma adjustments to purchased water expense.
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I

1 Q-

2

3

Please comment on the assertion by the Company's witness Mr. Bourassa's rebuttal

testimony p25, #4-6, that "...the 2002 actual overhead expenses some $2,512,000 less

than Citizens' historical average expense. Again, this represents a significant cost

4

5 A.

savings to ratepayers."

The historical average expense referenced in the above assertion refers to an average

6 calculated based on Citizens' and 2000 overhead expenses.

7

1999 As previously

explained, Citizens' 1999 and 200 overhead expenses have not been examined. It is not

8 known whether these amounts are an accurate representation of on-going operations in the

9 provision of utility service.

10

11

12

13

14

15

16

17

There is no evidence that Citizens failed to provide adequate water service to its

ratepayers during the test year. AAWC has not demonstrated that Citizens' quality of

service during the test year was inadequate or that there is a significant change in the level

of service rendered since it acquired the ten systems. The best available information on

the overhead cost to provide efficient service is Citizens' recorded test year amounts.

Contrary to Mr. Bourassa's assertion, AAWC's 2002 overhead expenses will result in a

significant increase in cost of service without any known benefit to ratepayers.

18

19

20 Q-

21

22 A.

23

24

25

Salaries, Wages and Other Related Expenses

Please comment on AAWC's proposal to substitute its normalized actual 2002

salaries, wages and related expenses for Citizens' recorded test year costs.

Staff disagrees with AAWC's proposal to use its actual 2002 salaries, wages and related

expenses in this proceeding. AAWC's actual 2002 salaries, wages and related expenses

pertain to 2002 operations. The use of 2002 salaries, wages and related expenses should

be rejected because it creates a mismatch between test year revenues, expenses and rate

26 base. Specifically, it matches 2001 revenues with 2002 expenses.

27
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1 Q- Please comment on the statement by Mr. Stephenson p21, #13-15 that ...In Aprilcc

2 of Arizona-American's employees were granted their annual salary

3

2002, all

adjustment, a fact ignored by Staff."

4 A.

5

6

7

8

9

10

11

12

13

14

15

16

The Company is wrong in its assertion that Staff ignored known and measurable changes

to test year salaries, wages and related expenses. AAWC did not provide any evidence to

support its claim Mat Staff ignored any significant salary adjustment in this proceeding. In

Staff data requests AH-6-9, AH ll-l and All 34-4 (attached), Staff specifically requested

the Company to demonstrate any known and measurable change to its salanles, wages and

related expenses before or after change of ownership. In AAWC's response to All ll-l,

the Company indicates an increase of only $35,l52, relating to increases granted to Messrs

Jones, Kita and Biesemeyer (Mr. Kuta is no longer in the employment of AAWC). In

AAWC's response to Staff data request All-21-7, the Company states that it capitalizes

between 15 .- 20 percent of Messrs Jones, Kuta and Biesemeyer'S salaries, wages and

related expenses. As discussed in Staffs direct testimony, no adjustment was made for

the above increase in salaries, wages and related expenses because the impact is not

significant when allocated to ten systems.

17

18 Q-

19

20

How do you respond to Mr. Stephenson's assertion in his rebuttal testimony that

Staf f  picked and chose expenses that result  in the lowest possible revenue

requirement?

21 A.

22

23

24

25

Mr. Stephenson's assertion is incorrect. For example, Staff recommended rejection of

AAWC's proposal to substitute its projected salaries, wages and related expenses for

Citizens' recorded costs. Staffs position increases revenue requirement by more than

$500,000. Also, Staff has recommended acceptance of the Company's 2002 pro forma

plant additions resulting in increases to rate base, depreciation expense and revenue

26 requirement.

27
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1 Q-

2

3 A.

4

5

6

Please summarize the reasons for Staff's objection to the use of AAWC's 2002

salaries, wages and related expenses for calculation of revenue requirement.

AAWC has not demonstrated any significant known change to Citizens' recorded test year

salaries, wages and related expenses. The use of AAWC's 2002 salaries, wages and

related expenses is inconsistent with sound rate-maldng principles. It creates a mismatch

between test year operating expenses, revenues and rate base.

7

8

9 Q~

10

Purchased Water Expense

Please comment on AAWC's recalculation of Anthem Water Company's purchased

water expense based on annualized 2001 gallons ordered and 2002 cost per acre-foot.

11 A.

12

Staff accepts AAWC's recalculation of Anthem Water Company's purchased water

expense based on annualized 2001 gallons ordered and 2002 cost per acre-foot.

13

14 Q.

15

Please comment on Mr. Bourassa's argument for adopting the AAWC's proposed

purchased water expense for the Agua Fria Water Division.

16 A.

17

18

19

20

21

22

The Company's witness Mr. Bourassa contends that Agua Fria's water is purchased

pursuant to a CAP water use implementation plan that is not affected by the number of

customers. In addition, Staff agrees that the Company's purchased water expense is

dependent upon the quantities ordered consistent with a set schedule that was approved by

the Commission in Decision No. 63334. Accordingly, Staff accepts the Company's

proposed purchased water expense and withdraws its recommended operating income

adjustment No. 9 in its direct testimonyfor the Agua Fria Water Division.

23

24 Q- Does this conclude your surrebuttal testimony?

25 A. Yes, it does.



ARIZONA-AMERICAN WATER COMPANY
2003 GENERAL RATE CASE

DOCKET NOS. WS-01303A-02-0867, 0868, 0869, 0870, 2nd 0908
RESPONSE To DATA REQUEST no. DWC 6-9

Response provided by: Robert J. Kita

Title : Manager

Company Name:
Address :

Arizona-American Water Company
19820 n, 7"' Street
Suite 201
Phoenix, Arizona 85024

I

Company Response Number: 6-9

Q.

g

For each system, please identify by function, wage rates and/or salaries, total
compensation, and date Filled, any new positions created by the Company's acquisition of
the Citizens systems. Also identify by function, wage rates and/or salaries, total
compensation (paid in the Test Year), and date eliminated, any positions eliminated by
the Company's acquisition of the Citizens systems.

A. As indicated in my testimony, in the two plus years between the time the acquisition
agreement was signed the acquisition closed, fifteen (15) full time positions were
eliminated as a result of the acquisition. The attached spreadsheet details the positions
and provides the requested salary and compensation data.

Of the positions created since the acquisition agreement was signed, four (4) were the
result of the acquisition. Of these, one (l) has been eliminated and was never filled and
one (1) is currently staffed by a temporary agency employee pending filling with a
Company employee. The attached spreadsheet details the positions and provides the
requested salary and compensation data for the tilled positions.

4
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Arizona~American WaterCompany
attachment to Data Request Response S-9

3/5/03

Positions Eliminated by Acquisition
Name Location Job Title Final Salarv Gross Pav 2001 Termination Date

Judy Kane
Kevin Gray
Jean Giesen
Terrance Johns
Marvin Collins
Christine Wynne
Rebecca James
Diane Lawrence
Nancy Wurlz
Sharon Bames
Monica Timer
William Turner
Joyce Montgomery
Karen Henderson
Colleen Bromley

Maricopa
Maricopa
Maricopa
Maricopa
Maricopa
Maricopa
Maricopa
Maricopa
Maricopa
Mohave
Mohave
Mohave
Paradise
Paradise
Paradise

Accountant
Billing Analyst
IT Service Rep
IT Supervisor

Customer and Comm. Rel. Mgr.
Customer Service Supervisor

Cashier/Receptionist
Customer Service Representative
Customer Service Representative
Customer Service Representative
Customer Service Representative
Coordinator New Development
Customer Service Coordinator

Customer Service Clerk
Office Manager

$40,280
$43,600
$53.729
$53,353
$88,177
$52,129
$26,213
$27,642
$28,547
$22,066
$21 ,295
$50,596
$38, 160
$26,052
$58,100

$0
$0
$0
$0

$95,888
$53,427
$35,701
$32,093
$31,945
$22,215

$0
$0
$0
$0

$58,173

x

1 1/12/99
4/14/00
7/10/00
1/11/00
1/15/02
1/15/02
1/15/02
1115/02

» U15/02
1/15/02
10/5/00
8/16/00
4/30/00
3/30/00
1/15/02

Notes
Eliminated

4.

Positions Created by A
Name
N/A
Wilkins, Karl B.
Vacant (Temporary)
Stojicevic, Mflorad D.

cuuistion
Location
Maricopa
Maricopa
Paradise
Mohave

Job Title
Mains. Sew. Specialist

Operations Superintendent
Office Support (CS & Secretary)

Operations Engineer

§aLenL
ala

$61,000
n/a

$52,250

Date Filled
Never Filled

9/2/02
Never Filled

1115/01
Fill by temp agency

4
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Name Ci&zens
Job Title

American
Job Title

Citizens
Annual Salary

American
Annual
Salary

Difference

Brian Bieserneyer Mgr. Operations Operations
Manager

$85,176 $92,300 $7,124

Robert Kita Director M3H8U€I $92,144 $95,628 $3,484

Ray Jones V.P. and G.M. President $95,446 $119,990 $24,544

1

ARIZONA-AMERICAN WATER COMPANY
2003 GENERAL RATE CASE

DOCKET nos. WS-01303A-02-0867, 0868, 0869, 0870, and 0908
RESPONSE TO DATA REQUEST no. 11

Response provided by: Robert Kula

Title: Manager

CoITlp3.I1y Name:
Address :

Arizona-American Water Company
19820 North 7th Street, Suite #201
Phoenix, AZ 85024

4

Company Response Number: AH 11-1

Q. Please identify all changes in employee salary structure since Arizona-American Water
Company, Inc. acquired Citizens' systems. For each system, provide the amount of the
impact on Test Year salaries and wages of applying the new salary sU'uct"L1re to Test Year
hours worked for each employee/position. Provide supporting calculations.

A. There have been no changes to the employee salary structure since Arizona-American
Water Company acquired Citizen's water and wastewater assets in Arizona. Except as
noted below, all employees were hired by the Company at the same wage rate that
Citizens paid them. Changes to employee wages since the close of the acquisition
transition have been normal merit increases, promotion increases and other routine
adjustments to wage rates.

The following three individuals were hired by the Company at wage rates higher than
their pay at Citizens. In all three cases the increased in salary was attributable to an
increased scope of responsibility, not due to a change in the salary structure.

Total Annual Difference $35,152

1406076/73244.034
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ARIZONA-AMERICAN WATER COMPANY
2003 GENERAL RATE CASE

DOCKET nos. WS-01303A-02-0867, 0868, 0869, 0870, and 0908
RESPONSE TO DATA REQUEST no. 34

Response provided by: Thomas J. Bourassa

Title: Consultant

Company Name:
Address:

Thomas J. Bourassa, CPA
727 W. Maryland Ave. #12
Phoenix, AZ 85013

Company Response Number: AH 34-4

Q. For each system, please identify and quantify employee positions and the related salaries
84 wages eliminated since Arizona-American Water Company acquired Citizens' systems.
Also, identify and quantify the salaries and wages relating to positions created and filled
six months after Arizona-Arnerican Water Company acquired Citizens' systems.

A. Please refer to Company Response Number 6-9 for information regarding all positions
created or eliminated as a result of Arizona-American Water Company's acquisition of
Citizens water systems. The attached file summarizes additional positions eliminated or
created and filled within 6 months of the acquisition. These changes were the result of
ongoing organizational needs rather than as a direct result of reorganization related to the
acquisition.

(See attached file: AH 34-4 (Exhibit).x1s)

1447679/73244.034
. 4

1
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Name Location Status Job Title Related Salary Date Filled
or Eliminated

Positions created and filled within 6 months after closing
Zamora, Daniel V. Maricopa New Post Close
Wafflers, Clifford D. Maricopa New Post Close

Plant Operator
Senior Engineering Technician

$33,930
$49,000

6/24/2002
6/24/2002

closingPositions eliminated since
Never Filled
Never Filled
Never Filled
Never Filled
Terri Baysinger
Rick Bohl

Maricopa
Maricopa
Maricopa
Maricopa
Mohave
Paradise

Eliminated Post Close
Eliminated Post Close
Eliminated Post Close
Eliminated Post Close
Eliminated Post Close
Eliminated Post Close

Mai ft. Serv. Specialist
Engineering Tech

Field Services Representative
Meter Reader

Operations Specialist
Utility Worker

$0
$0
$0
$0

$46,974
$27,791

9/2/2002
4/19/2002

F T  ;

?£'=

I

l
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Schedule DWC-1ARIZONA-AMERICAN WATER CQMPANY, INC. - SUN CITy WEST WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended Deciember 31, 2001

SURREBUTTAL REVENUE REQUIREMENT
I

LINE
no. DESCRIPTION

v4
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALUE

1 Adjusted Rate Base $ 15,314,756 $ 11,971,281 $ 13,643,018

2 Adjusted Operating Income/(Loss) $ 559,457 $ 559,457 $ 559,457

3 Current Rate of Return (L2 / LI ) 3.65% 4.67% 4.10%

4 Required Rate of Return 5.0% 6.5% 5.7%

5 Required Operating Income (LE x L1~) $ 773,345 $ 773,345 $ 773,345
.A_fu
,Hz

2 4

6 Operating Income Deficiencyl(Excess) (L5 - L2) $ 213,888 $ 213,888 $ 213,888

7. Gross Revenue Conversion Factor 1 .62863 1 .62863 1 .62863

8 Required Revenue Increase/(Decrease) (L7 x LB) $ . 348,346 $ 348,346 $ 348,346

9 Adjusted Test Year Revenue s 3,380,774 $ 3,380,774 $ 3,380,774

10 Proposed Annual Revenue (LB + LE) $ 3,729,120 $ 3,729,120 s 3,729,120

11 Required Increase/Decrease in Revenue (%) 10.30% 10.30% 10.30%

12 Rate of Return on Common.Equity (%) 9.0% 9.0% 9.0%

References :

Columns [A], [B], & [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3; & JMR-S8

EXHIBIT

(1)
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. SUN car WEST WATER Schedule DWC-2ARIZONA-AMERICAN WATER COMPANY, INC,

Docket No. WS-01303A-02-0857 et al.
Test Year Ended December 31, 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

LINE
no .

IA] [B] [C] [D]
DESCRIPTION

r
'

r -
..,

4

.21. v

1
2
3
4
5
B

Calculation of Gross Revenue Conversion Factor?
Billings
Uncollectible Factor (Line 11)
Revenues (L1 - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (LE - LE)
Revenue Conversion Factor (L1 / L5)

100.0000%
0.0000%

100.0000%
38.5989%
61 .401 1%
1.628635

I
r

7
8
9
10
11

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - La )
Uncollectible Rate
Uncollectible Factor (LE x L10 )

100.0000%
38.5989%
61 .4011 %
0.0000%
0,0000%

p;

s

3

12
13
14
15
16

17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and Stale Income Tax Rate (L13 + L16)

100.0000%
6.9680%

93.0320%
34.0000%
31 .6309%
38.5989"/o

1

I

$
$

773.345
559,457

r

1
4
I L

18 Required Operating Income (Schedule DWC-1 , Col, [B], Line 5)
19 Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [C], Line 28)
20 Required Increase in Operating Income (L18 - L19) $ 213,858

21
22
23

$
$

270,168
135,710IV

l
J

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col. [B], L39)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ 134,458

$ 3,729,120
0.0000%I j § . s

s

24
25
26
27
28

Recommended Revenue Requirement (Schedule DWC-1, Col, [B], Line 10)
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 x L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp. (L26 - L27) s

F

1;
. L

g.

29 Total Required Increase in Revenue (L20 + L23 + L28) $ 348.346

L_:
)

Test Year

3
$
$
$
s

3,380,774
2,685,607

343,576
351 ,591
6.9680%

STAFF
Recommended

$ 3,729,120
$ 2,585,607
s 343,576
$ 699,937

6.9680%
s s 48,772

$ 327,092
34.0000%

24,499
$ 651,165

34.0000%

Calculation of Income Tax:
30 Revenue (Schedule AlI»1, Col. [C], Line 5 & Sch. DWC-1, Col. [B], Line 10)
31 Operating Expenses Excluding Income Taxes
32 Synchronized Interest (L43)
33 Arizona Taxable Income (L30 - L31 - L32)
34 Arizona State income Tax Rate
35 Arizona Income Tax (L33 x L34)
36 Federal Taxable Income (L33 L35)
37 Federal Income Tax Rate
38 Federal Income Tax (L36 x L37)
39 Combined Federal and State Income Tax (Las + L38)

$
$

111,211
135,710

$
$

221 ,396
270,168

W

3.

40 Applicable Federal Income Tax Rate (Col. [0], Lao - Col. [5], L38) / (Col. [cl. Las - Col. [A], Lee) 34.0000%

41
42
43

$
Calculation of Interest Svnchrorrization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

11 ,971,281
2.87%

343,576
1. N

1

(2)



SUN CITYWESTWATER Schedule DWC-3ARIZONA-AMERICAN WATER COMPANY, INC. -
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

1

SURREBUTTAL RATE BASE - ORIGINAL COST

[B]

LINE
no.

[A]
COMPANY

As
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $ A
B

$

$

31,153,379
6,211,024

24,942,355 s

237,000
84,1 1 1

152,889 33

31 ,390,379
6,295,135

25,095,244

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: AccUmulated Amortization

Net CIAC

$ s $

971,578 971,578

7 Advances in Aid of Construction (AIAC) 12,151,160 12,151,160

8 Customer Deposits -

9 Meter Advances 1 ,225 |- 1 ,225

10 Deferred Income Tax Credits

ADD.-
\

11 Cash Working Capital

12 Prepayments
L

13 Supplies Inventory -

14 .Projected Capital Expenditures an

15 Deferred Debits

16 Citizens Acquisition Adjustment 8,164,652 (8,164,652) C

17 Original Cost Rate Base s 19,983,044 $ (8,01 1 Jes) $ 11,971,281

Adiustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column [B]: Staff Surrebuttal Schedule DWC-4
Column [C]: Column [A] + Column [B]

(3)



ADJ as

1

2

3

4

5

6

7

Plant- not used 5 useful
Plant . unidentified
Plant . mis-posted
Plan( - removed by previous decision
Post»Test Year Plan!
Remove AFUDC Adj. 3/95
Remove Acuuisilion Adjustment

References:
Per Staff Engineering Reports
Per Staff Engineering Reports
Per Company Response lo Staff Data Request BKB 26-3
Per Decision No. 60172
Per Company Response to Staff Data Request UWC 12-2
Per Company Response to sxalf Data Request DWC 6.10 Amended
Per Carlson Direct Testlmonv

l
-..r=<:zcmA-AmERIcAn WATER COMPANY, INC. - SUN CITY WEST WATER

. locket Nu. W501 303A-D2-UBB? el aL

Test Y . ~d December 31, 2091

Schedule DWC-»4

c u p aL SUMMARY oF CRIGINAL COST RATE BASE ADJUSTMENTS

.INE
NO.

ACCT.
NO.

[Cl
Plant-unidentified

ADJ #2DESCRIPTION

IA:
COMPANY
AS FILED

[5]
Plane-not used

ADJ #1

[01
Plan! Mis~Pnsted

ADJ #3

[E]
Plant Prey. Dec.

A #4

[F]
Post-TY Pl.

ADJ #5

[G]
AFUDC Adj

ADJ *5

IH]
Acquisition Ada

ADJ #7

m
STAFF

@JUSTED

Leave Blank Leave Blank

s 20.086
1.588

s s s s s s s s 20.056
1,saa

PLANT IN SERVICE:
lnlanaible

301.00 Organization
302.00 Franchises
303.00 Miscellaneous Imangihles

Subtotal Intangible 21,674 21.674

1.-4,
11,651

357.725 8,366
11 .651

366,091

r*

Source of Suunly
310.00 Land & Land Rights
311.00 Structures & Improvements
312.00 Collecting 5 impounding Reservoirs
313.00 Lakes, Rivers. Other Intakes
a14.00 Wells and Springs

Subtotal Source of Supply
1370,011
1,739,387

(62,960)
(54,594l

1,307,051
1.584,793

1
2
3
4
5
6
7
8/
9
10
11
12

.13
.:r;.*. 14
}jj! 15

416
1

44,957
231,439

44,957
231 ,439

r
(11,175) (133%)

r

Pumninq
320.00 Land 8 Land Rigriu
321.00 Structures & Improvements
323.00 Other Power Production
325.00 Eledrit: Pumping Equipment
326.00 Diesel Pumping Equipment
328.10 Gas Engine Pumping Equipment

Suhiolal Pumping

5,030,298
4,505
1.764

5,312,963 (11175) (2,335)

5,016,788
4.505
1,764

5 v299,453

17

1 B

1 g

20

21
22 .

23

24

25

H492 26
in"" 27

Water Treatment
330.00 Land & Land Rlghts
331.00 Structures & Improvements
332,00 Water Treatment Equipment

Subtotal Water Treatment

sa,ss7
149,687
188,044

463
463

38,357
150,150
1BB,507

(6,343)
(28,209)
(20,621 J

I

798.143
11,777,852

159
6,522,166
1,678,135
1,582,898

(1 ,767)

Transmission & Distribution
340.00 Land & Land Right
341.00 Structures & Improvements
342.00 Distribution Reservoirs & Standpipes
343.00 Transmission & Distribution
344.00 Fire Mains
345.00 Services
346.00 Meters
348.00 Hyriranis
349.00 Other Transmission & Distribution

Subtotal Transmission & Distribu.

3.530

769,934
11 ,750,aa8

169
6,620,399
1,678,135
1 ,sae,42e

11
| r

I
:

Er
l
I

22,559,363 (B,11Dl (45,300) 22,505,953

\

(17,194)
(99,055)

1
.
|
i 39,91 1

,.51
52 2_849i.

I
53

General
44900 Lani! & Land Rights
390.00 Structures & Improvements
391.00 Office Furniture and Equipment
391.10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
394.00 Tools. Shep, & Garage Equipment
395.00 Laboratory Equipment
396,00 Power Operated Equipment
397.00 Communication Equipment
395.00 Miscellaneous Equipment

Subtotal General

B17
560,392
286228
317,767
318,346

4,807
58,778
21,787
20,133

118,525
46,365

1,763,946 (99,055)
(458)
(458) 25,566

B17
550,392
269,034
218.712
358,257

4,8o7
88.776
21 .7a7
20,133

121 .375
45,907

1 ,6B9_999

28
` 29

30
31
32
33
34
35
ah
37
38
39
40
4.

i i.
43
44
45
46
47
48
49
50

i. 54
55

56 Add:

5 7
1:

1.
I

1
4

Less:

~.~»

s s $ s s s (76,200) s s
1

so
59
50
61
GO
63 s

(431 ,99B)
31 ,153,379
8.211 ,024

24,942,355 s s

Youngtuwn Plant*
AFUDC Adjustment 3/95"

Tcnal Plant in Service
Less: Accumulates Depreciation
Net Plant in Service (L59 - L 60)

(99,055)
6.520

(52,235)

(19,743)
1.750

(17,993) $ s (76,200)

431,998
s 431,998

92681
s 339.317 s S

31 _390,379
6,295,135

25,095,244

, 1

s s s s s s s s s

v
971,578

12,151,160
971,578

12,151,180

1:25 1 .zs

, r

SO
55 LESS:
66 Contributions in Aid of Construction (GIAC)
57 Less: Accumulated Amortization
ea net CIAC (L25 - L26)
he Advances in Aid of Construction (A1AC)
70 Customer Deposits
71 Meter Advances
72 Deferred Income Tax Credits
73
74 A  D

i i  75
"Q75 Prepayments

.;1§l77 Supplies Inventory
w e Projected Capital Expenditures

. 79 Dgfgfted Debits
80 Citizens Acquisition Adjustment
81 Original Cost Rate Base

Cash Working Capital Allowance

s
5,164552

19,983,044 s _ (92,248 s (17,993) s s s (75200) s 339,317
(Bv154,552)

s 8s.164.s52» 11,971,281

(4)
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SCHEDULEAII-1ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WEST WATER

Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL OPERATING INCOME STATEMENT . TEST YEAR AND STAFF PROPOSED

[A] [6] [D] [El
LINE
no.
NO.

COMPANY
TEST YEAR
AS FILED

1-131

1
*

DESCRIPTION

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
As

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 3,343,134 $ $ 3,343,134 $ 348,346 $ 3,691,480

. '=;2i
l

REVENUES:
Metered Water Sales

Su Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

37,640
3,380,774 $ $

37,640
3,380,774 $ 348,346 $

37,640
3,729,120

x OPERATING EXPENSES:
$ 455,889 $ (63,865) s 392,024 $ $ 392,0241

1

Il
pLI*..

5B6,268
20,907

170,037
33,099
73,914

586,268
20,907

170,037
33,099
73,914 ii;

327
500
(21)

(156,942)
41 ,482

(515,886) 99
1 j 3j

1

585,941
20,407

170,058
190,041
32,432

515,886
6,069

14,134
6,069

14,134
6,069

14,134

28,990 11,113 40,103 40,103
I
1JJ

99
Ll

Salaries & Wages
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Supplies & Expense
Outside Services
Service Company Charges
Water Testing
Rents .
Transportation Expense
Insurance - General Liability
insurance - Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
Income Tax

22,313
148,620
750,150
28,072

148,220
(97,736)

277,480
4,1 17

(23,308)
(6,611 )

233,446

22,313
426,100
754,267

4,764
141,609
135,710 134,458

22,313
426,100
754,267

4,764
141,609
270,168

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

I na
x <
\ _
!

Total Operating Expenses
Operating Income (Loss)

s
$

3,019,486
361,288

$
$

(198,169)
198,169

s
$

2,821 ,317
559,457

$
$

134,458
213,888

$
$

2,955,775
773,345

2"

. .
1.:.

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]

1

9
r

_ :J

<r

p, -
fl.

1

a

r .4I

(5)
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ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WEST WASTEWATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

iv
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF
FAW

VALUE

F

$ 12,222,469 $ 8,916,017 $ 10,569,2431 Adjusted Rate Base

2 Adjusted Operating Income/(Loss)

3 Current Rate ofReturn (LE / LI )

$ (96,489)

-0.79%

$ (96,489) $

-1.08%

(96,489)

-0.91 %

4 Required Rate of Return 4.7% 6.5% 5.4%

5 $ 575,975 $ 575,975 $ 575,975
E.~

95:

6 $ 672,464 $ 672,464 $ 672,464

7

Required Operating Income (L4 x LI )

Operating Income Deficiency/(Excess) (LE - L2)

Gross Revenue Conversion Factor 1 .B2863 1 .62863 1 .62863

$ 1,095,198 $ 1,095,198 $ 1,095,1988 Required Revenue Increase/(Decrease) (L7 x LE)

9 Adjusted Test Year Revenue $ 3,535,680 $ 3,535,680 $ 3,535,680

$ 4.630,878 $ 4,630,878 $ 4,630,87810 Proposed Annual Revenue (LB + LE)

11 Required Increase/Decrease in Revenue (%) 30.98% 30.98% 30.98%

12 Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References:

Columns [A], [B], 8= [C]: Staff Surrebuttal Schedules All-1 , DWC-2, DWC-3, 81 JMR-S8

EXHIBIT

(7)
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ARIZONA-AMERICAN WATER COMPANY, INC.. SUN CITY WEST WASTEWATER

Docket No, WS-01303A-02-0867 et al.
Test Year Ended December 31,2001

Schedule DWC-2

SUREBUTTAL GROSS REVENUE CONVERSION FACTOR

LINE
no.

[A] [8] [C] [D]
DESCR!PTlON

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor (Line 11)
Revenues (L1 - L2)
Combined Federal and Stale Tax Rate (Line 17)
Subtotal (LE - L4)
Revenue Conversion Factor (LI ILA)

100.0000%
0.0000%

100.0000%
38.5989%
61 A01 1 %
1 .628635

7
8
g
10
11

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - Le )
Uncollectible Rate
Uncollectible Factor (LE x L10 )

100.0000%
38.5989%
61 .4011 %
0.0000°/0
0.0000%

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 + L16)

100.0000%
6.9680%

93.0320%
34.0000%
al .6309%
38.5989%

1

$
$

575.975
(96,489)

18 Required Operating Income (Schedule DWC-1, Col. [B], Line 5)
19 Adjusted Test Year Operating Income (Loss) (Sch, All-1, Col. [C], Line 28)
20 Required Increase in Operating Income (L1B - L19) s 672,464

21
22
23

$
$

201,217
(221 ,517)

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col. [B], L39)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ 422,734

$ 4,630,878
0.0000%

$
$

24
25
26
27
28

Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 x L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp. (L26 - L27) $

29 Total Required Increase in Revenue (L20 + L23 + L28) s 1,095,198

Test Year

$
$
$
$

3,535,680
3,853,686

255,890
(573,896)
6.9680%

STAFF
Recommended

s 4,530,878
$ 3,853,686
s 255,890
S 521 ,302

69680%

I

$ (39,989)
$

s 36,324

30
31
32
33
34
35
36
37
38
39

$ (533,907)
34.0000%

484,975
34,0000%

Calculation of Income Tax:
Revenue (Schedule All-1, Col ICJ, Line 5 8- Sch. DWC-1, Col. [B], Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L43)
Arizona Taxable Income (L30 - L31 - L32)
Arizona State Income Tax Rate
An'zona Income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal Income Tax Rate
Federal Income Tax (L36 x L37)
Combined Federal and State Income Tax (Las + L38)

$
$

(181 ,528)
(221 ,517)

$
$

184,892
201,217

1.._.;-.

40 Applicable Federal Income Tax Rate (COL [D], L38 - Col. [B], L38)/ (Col. [C], L36 - Col. [A], L36) 34.0000%a

4

41
42
43

$
Calculation of Interest Synchronization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

8,916,017
2.87%

255,890

(8)



ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WEST WASTEWATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-3

SURREBUTTAL RATE BASE D ORIGINAL COST

[13]

LINE
no.

[A]
COMPANY

As
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ 39,101,814
14,290,245

$ 24,811 ,569

$ $

$

(74,372) A
(140,996) B

66,624 $

39,027,442
14,149,249
24,878,193

LESS.'

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ -
-

$ $ Q

Q

1 ,458,672 1 ,458,672

7 Advances in Aid of Construction (AIAC) 14,502,979 14,502,979

8 Customer Deposits 525 525

9 Meter Advances Q Q

10 Deferred Income Tax Credits Q Q h

ADD:

11 Cash Working Capital - - Q

12 Prepayments I Q Q

- ¢

In Q
-

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits In
-

In

10,401 ,376

17

16 Tolleson Trickling Filter

16 Citizens Acquisition Adjustment

Original Cost Rate Base $ 19,250,769

(10,401,376) C

$ (10,334,752) $ 8,916,017

Adjustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]:
Column [B]:
Column [C]:

Company Schedule B-1
Staff Surrebuttal Schedule DWC-4
Column [A] + Column [B]

(9)



References:
Per Sian Engineering Rerans
Per staff Engineering Reports
Per Company Response Io Staff Data Request BKB 26-3
PBT Decision No. 60172
Per Company Response Tb Staff Data Request DWC 12-2
Per Company Response la Staff Data Request DWC 6-10 Amended
Per Carlson Direct Testimony

Plant - not used A useful
Plan! - unidentified
Plant . mis-posted
Plant - removed by previous Oecision
Post-Test Year Plank
Remove AFUDC Adi. 3/95
Remove Acnuisitiorr Adiustmenl

ADJ#
1
z
3
4
5
6
7

I.

l

ARIZONA-AMERICAN WATER COMPANY, INC . SUN CITY WEST WASTEWATER

Dnckei P "9-01303A-G2-D867 el al.

Test T ` ' December 31, 2001

Schedule DWC-4

suri QAL SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

LINE

_*M
AccT.
no. DESCRIPTION

IA]
COMPANY
AS FILED

[BI
Plant-not used

ADJ #1

[C]
Plant-unidentified

ADJ #2

ID]
Plant Mis~posted

ADJ #3

[E]
Plant Prev. Dec.

ADJ #4

[Fl
Post-Ty Pl.

ADJ #5

[G]
AFUDC Adj_

ADJ #B

[H]
Acquisition Avlj

ADJ #7

W
STAFF

ADJUSTED

Leave Blank Leave Blank
1
z
a
4
5
S
T '

PLANT IN SERVICE.-
lntanaible

301.00 Organization
302.00 Franchises
303.00 Miscellaneous intangibles

Suhiotal Intangible

s 4,078
1,372
5,154

10.634

s s s s s s s s 4,07a
1,372
5.154

10,634

(21,563)

(6,300)
(6,300)

542.319
2,739,560
1,068,943
1 ,090,472
5,720,776
6,087,981

245,070
1 ,004,341

94,680

(212,082)

18,461

542,319
2.717,997
1,068,943
1,054,172
5,714,476
6,087,981

32,988
1,004,341

113,141

Treatment and Dlscharne
310.00 Land & Land Rights
311 .of Structures & Improvements
312.00 Preliminary Treatment
31300 Primary Treatment Equipment
314.00 Secondary Treatment Equipment
315,00 Tertiary Equipment
316.00 Disfection Equipment
317.00 Effluent Lift Station E
313.00 outfall Line
319.00 Sludge, Treatment & Distribution
321.00 llllluent Lift Station
322.00 General Treatment Equipment

Subtotal Treatment & Discharge

91 ,546
902,060

19,587,748
(2,987)
(2,987)(212,082) (15,702)

91,m6
899,073

19,35G.977

20,747 20,747

(380)
(4-544)

8

9

10

11

12

13

14

15

16

17

18

t o

13

14

15

16

17

18

19

20

1,356,167
12,982,219

752,939
2,645,161

1,355,787
12,977,675

752,939
2,845,161

Collection and influent
340.00 Land & Land Rights
341.00 Structures & Improvements
s4z,oo Cnliection System Lm
343,00 Collection Mains
34400 Force Mains
345.00 Discharge Services
34B.00 Manholes

Subtotal Collection aM Influent 17,757,233 (380) (4,544) 17.752309

(9,825)

(94,656)

(3,B80)
(5,500)

General . Allocated Common Plant
389.00 Land 81 Land Rights
390.00 Structures & Improvements
391.00 Office Furniture and Equipment
391.10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
"`4.00 Tools, Shop, 81 Garage Equipment

'10 Laboratory Equipment
JO Power Operated Equipment

.00 Communication Equipment
395.00 Miscellaneous Equipment

Subtotal General

780
94a,e6.4
193,582
273,086
287,389
10,093
71.223
20,819
46,439
92,335
44,306

1,985,915

az,4sB

(94,656) 13,252

7B0
939,038
193,582
17B,430
287,389
10,093
67,343
15,319
46,439

124,803
44.306

1,907,522

21
22
23
42
43
44
45
48
47
AB
49
Sr
5 .
52
53
54
55
56
57

Add:

s s (3,357) s s s (6,954) s s
(2421717)

s 39,101 ,B14
14,290,245

s 24,811 ,569 s

(306,738)
214,965
91 ,773 s (3357) s s (5,9B4l

242,717
s 242,717

73,969
s 155,748 $ $

39,027,442
14,149,249
24,87B,193

s s s s s s s s s

1 $58,672
14,502,979

525

1 ,458,572
14,502,979

525

58 Less:
59 Youngtown Plant'
60 AFUDC Adjustment 3/95"
61 Total Plan( in Service
62 Less: Accumulated Depreciation
63 Net Plant In Service (L59 . L 60)

64
65 4558
66 Contributions in Aid of Construction (CIAC)
57 Less: Accumulated Amortization
68 Net CIAC (L25 . L26)
69 Advances in Aid of Construction (AIAC)
70 Customer Deposits
71 Meter Advances
72 Deferred income Tax Credits
73
74 ADD:
i s Cash Working Capital Allowance
76 Prepayments
77 Supplies Inventory
7B Projected Capital Expenditures
79 Deferred Debits
80 Tolleson Tnckling Filter
81 Citizens Acquisition Adjustment
B2 Original Cost Rate Base

10,401,376
s 19,250,769 s 91 .773 s 13,3671 s s s lG,984) $ 168,748

(10,401 ,376)
_S (10401 ,376) s 8.916.017

§;. _

(ii-ik
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ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITy WEST WASTEWATER

Docket No. WS-01303A-02-0887 et al.
Test Year Ended December 31, 2001

SCHEDULE AH-1

SURREBUTTAL OPERATING INCOME STATEMENT .. TEST YEAR AND STAFF PROPOSED

[A] [B] [D] IE]

LINE
no.

COMPANY
TEST YEAR

As FILED83 DESCRIPTION

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAF F

TEST YEAR
As

ADJ USTE D

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 3,534,678 $ $3,534,678 $ 1,095,198 $ 4,629,876
REVENUES.'

Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues
Total Operating Revenues $

1,002
3,535,680 $

1,002
$ 3,535,680 s 1,095,198 $

1,002
4,630,878

OPERA T/NG EXPENSES.'
$ 607,304 $ 65,733 $ 673,037 $ $ 673,037

1 ,426 1 ,426 1,426

375,064
392,206

(19,388)
2,882

355,676
395,088

355,676
395,088

136,282
(14,005)
552,478

(136,282)
11,712

(552,478)
(2,293) (2,293)

91,410 91,410 91,410

24,187 44,325 68,512 68,512

23,335
243,134

1,432,265
36,253

168,501
(369,763)

374,587
(26,253)
30,920

(11,912)
148,246

23,335
617,721

1.406,012
67,173

156,589
(221,517) 422,734

23,335
617,721

1,406,012
67,173

156,589
201,217

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Salaries 8. Wages
Purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals >
Materials & Supplies
Repairs & Maintenance
Office Supplies 8. Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance -Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
income Tax
Tolleson Wastewater User Fees

Total Operating Expenses
Operating Income (Loss)

$
$

3,700,077
(164,397)

$
$

(67,908)
67,908

$3,632,169
$ (96,489)

$
$

422,734
672,464

$
$

4,054,903
575,975

l,; ,
lm . ».

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]

8 31,  . .

(11)
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ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

UP
STAFF
RCND
VALUE

[8]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALUE

$ 43,955,934 $ 21,853,479 $ 32,904,707

$ 234,969 $ 234,969 $ 234,969

1 Adjusted Rate Base

2 Adjusted Operating Incomed(Loss)

3 Current Rate of Return (L2 / LI ) 0.53% 1.08% 0.71 %
J

4 Required Rate of Return 3.2% 6.5% 4.2%

5 $ 1,411,735 s 1,411,735 $ 1,411,735

6

Required Operating Income (LE x LI )

Operating Income Deficiencyl(Excess) (L5 - L2). $ 1,176,766 $ 1,176,766 $ 1,176,766

7 Gross Revenue Conversion Factor 1 .62863 1 .62863 1 .62863

$ 1,916,522 $ 1,916,522 $ 1,916,5228 Required Revenue Increase/(Decrease) (L7 x LE)

9 Adjusted Test Year Revenue $ 6,193,090 $ 6,193,090 $ 6,193,090

$ 8,109,612 $ 8,109,612 $ 8,109,61210 Proposed Annual Revenue (La + LE)

11 Required Increase/Decrease in Revenue (%) 30.95% 30.95% 30.95%

12 Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

Referencesl

Columns [A], [B], & [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3, & JMR-S8

EXHIBIT

(13)
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ARIZONA-AMERICAN WATER COMPANY, INC,

Docket No, WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

. SUN CITY WATER Schedule DWC-2

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

LINE
no .

[A] [B] [C] [D]
DESCRIPTION

r

.=...
1
2
3
4
5
6

Calculation of Gross Revenue Conversion Facfor:
Billings
Uncollectible Factor (Line 11)
Revenues (LI - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (La - L4) .
Revenue Conversion Factor (L1 / Ls)

100.0000%
0.0000%

100.0000%
38.5989%
61 .4011 %
1 .62B635

.8 'fit

44,4
41.61
-

F

7
8
g
10
11

Caleulafion of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (LE - Ls )
Uncollectible Rate
Uncollectible Factor (L9 x L10 )

1000000%
38.59B9%
51 .4011 %
0.0000%
0.0000%

;
,

#at
1

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 + L16)

1

100.0000%
e.9e80%

93.0320%
34.0000%
31 .6309%
38.5989%

r

I

{

$
$

1,411 Jas
234,969

18 Required Operating Income (Schedule DWC-1, Col, [B], Line 5)
19 Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [C], Line 28)
20 Required Increase in Operating Income (L18 - L19) $ 1 ,176,756

;
l

s2
$
s

493,189
(246,567)

i

21 Income Taxes on Recommended Revenue (Col. [D], L39)
22 Income Taxes on Test Year Revenue (Col. [B], L39) .
23 Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ 739,756

$ 8,109,612
0.0000%* Ti

$
s

24
25
26
27
28

Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
Uncoilectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 x L25)
Adjusted Test Year Uncotlectibie Expense
Required Increase in Revenue to Provide for Uncollectible Exp. (L26 - L27) $

29 Total Required Increase in Revenue (L20 4» L23 + L28) s 1 ,91S,522

Lm.;

Test Year

s
$
$
$

6,193,090
6,204,688

627,195
(838,793)
6.96B0%

STAFF
Recommended

s 8,109,612
$ 6,204,588
$ 627,195
$ 1277,729

6.9680%
$ $ 89,032

30
31
32
33
34
35
36
37
38
39

$ (594,2B2)
34.0000%

(44v511)
$ 1,188v597

34.0000%

Calculation of Income Tax:
Revenue (Schedule All-1, Col. [CL Line 5 & Sch. DWC-1, Col. [8], Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L43)
Arizona Taxable Income (L30 - L31 L32)
Arizona State Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal Income Tax Rate
Federal Income Tax (L36 x L37)
Combined Federal and State Income Tax (L35 + L38) $

-202056
(246,567) $

404157
493,189

40 Applicable Federal Income Tax Rate (Col. [DL L38 - Col. [B], L38) / (Col. [C]. L36 . Col. [A], L35) 34_0Q00%

I $
iI
l

Calculation of Interest Svnchronization:
41 Rate Base (Schedule DWC-3, Col. [C], Line 17)
42 Weighted Average Cost of Debt
43 Synchronized Interest (L41 x L42) $

21 ,B53,479
2.87%

627, 195

(14)



SUN CITY WATER Schedule DWC-3ARIZONA-AMERICAN WATER COMPANY, INC. -
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

I

SURREBUTTAL RATE BASE _ ORIGINAL COST

[B]

LINE
no.

[A]
COMPANY

As
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ A
B

$$ 39,396,791
13,717,002

$ 25,679,789 $

(635,434)
(268,613)
(366,821 ) $

38,761,357
13,448,389
25,312,968

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

1,127,078 1,127,078

7 Advances in Aid of Construction (AIAC) 2,331,186 2,331,186
,
$31

8 Customer Deposits

9 Meter Advances 1 ,225 1 ,225

10 Deferred Income Tax Credits

ADD.-

11 Cash Working Capital

12 Prepayments

-13 Supplies Inventory

14 Projected Capital Expenditures -

15 Deferred Debits

16 Citizens Acquisition Adjustment 9,746,553 (9,746,553) C

17 Original Cost Rate Base $ 31,956,853 $ (10,113,374) $ 21,853,479

Adjustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C, Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column [B]: Staff Surrebuttal Schedule DWC-4
Column [C]: Column [A] + Column [B]

(15)



ADJ #
1
2
3
4
5
6

References:
Per Staff Engineering Reports
Per Staff Engineering Reports
Per Company Response to Staff Data Request BKB :es

Per Decision No. 60172
Per Company Response Io Staff Data Request DWC 12-2
Per Company Response to Staff Data Request DWC G-10 Amended

Per Carlson Direct Testimony

Plant . not used & useful
Plant - unidentified
Plant . mis-posted
Plant - removed by previous decision
post-Test Year Plant
Remove AFUDC Adi, 3/95
. . A xii in Adjust nt

Schedule DWC-4

ARlzor>l¢* *'~»aF<l<:An WATER COMPANY, INC.

'nao;=.A.oz-ua5? el al.

December 31 2001

. SUN CITY WATER

SURREBU riAL SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

L\NE

[Al
COMPANY
AS FILED

[B]
Plant-not used

ADJ #1

[C]
Plant-unidentified

AD

[D]
Plant Mis-posted

ADJ #3

[El
Plant Prov. Dec.

ADJ #4

IH
POS(.TY PL

ADJ#5

[GI
AFUDC A¢j.

ADJ #6

tHe
Acquisition Ad]

ADJ #7

U]
STAFF

ADJUSTEDACCT.
no, DESCRIPTION

Leave Blank

s s s $ s s $ s
puvvr /N SERVICE:

Intangible
301,00 Organization
302.00 Franchises
303,00 Miscellaneous intangibles

sublmaI intangible

471
2,851
4,591
7,913

s
471

2,851
4,591
7,913

189,083
682.a96

314

192,348

180,053
875,244

314

(145120)
4B,628

1_B91 ,544
2,947,185

Source of Supply
310.00 Land & Land Rights
311.00 Structures & Improvements
312.00 Collecting s. impounding Reservoirs
313.00 Lakes, Rivers. Other Intakes
314.00 Wells and Springs

Subtotal Source of Supply

2,533,035
3,396,328

(407,025)
(407,025)

(88,746)
(85,748

(31,713) (171,390) (71 ,46a)

8,456
582,491

9,554
6,668,796

25,151
249,751

7,544,229

Pumoinn
320.00 Land & Land Rights
321 .00 Structures & Improvements
323.00 Other Power Production
325.00 Electric Pumping Equipment
326.00 Diese! Pumping Equipment
328.10 Gas Engine Pumping Equipment

Suniuiai Pumping

s,4se
552,491

9,554
6,943,367

25,151
249,781

7,818,800 (31,713) (171,390) (71 .468\

8G,5B0
393,190
473,770

Water Treatment
330.00 Land & Land Rights
331.00 Structures 8. Improvements
332.00 Water Treatment Equipment

Subtotal Water Treatment

80,580
407,427
485 007

(19,594)
(19,594)

5,357
5.357

10,493
2a,en4

1,819,148
13,940,065

(319,215)
12,578
94,037

10,493
28,604

1512,511
14,034,103

16.772

4,783,796
3232,044
1,814,681

523
251416,755

Transmlssinn & Disttributicn
340.00 Land & Land Rights
341.00 Structures & impruvemenis
342.00 Distribution Reservoirs a Standpipes
343.00 Transmission & Distribution
344.00 Fire Mains
345.00 Services
348.00 Meters
148.00 Hydrants

1.00 Other Transmission & Distribution
Subtmai Transmission s. Distribu.

4,7B3,796
3,232,044
1,797,909

523
25,612,583 (319,215)

123,387

94,703

(141 ,1o4)
(25,663)

(ass)

(23,600)
(2,800)
(1 _7o0)

(51,644)

1 ,163
79B,274
502,391
231,117
579,348

6,847
97,973
31 ,035
28,010

177,799
66,047

2,520,002

General
389.00 Land s Land Rights
390.00 Structures B. Improvements
391.00 Office Furniture and Equipment
391.10 Computer Equipment
392.00 Transportation Equipment
393,00 Stores Equipment
394.00 Tools, Shop, & Garage Equipment
395.00 Laboratory Equipment
396.00 Power Operated Equipment
397.00 Communication Equipment
398.00 Miscellaneous Equipment

Subtotal General

1,163
798,274
407,588
372,221
605,009

6,847
121,573
33,835
30,379

229,443
65,047

2.672_479
39,996,110

(141,773$
(1D.704l

56 Add:

so Less: (148,497)
(14a.4s7)

s 93.200 8 ' s
s T s(919,320)

30500661
82
SO

Youngstown Plant'
AFUDC Adjustment 3/95"

Total Plant in Service
Less: Accumulated Depreciation
net Plant in Service (L59 - L 60)

(450,822)
s 39,396,791

13,717,002
s 25,679,789 s _(614,314.1 $ $

(171,390)
41 ,665

(129.725)

$ (58,746)
33.764

$ (54,9B2)_ .. s 93,200

450,822
s 450,B22

11 1 ,822
$ 339,000 s $

38761 ,357
13,448,389
25,312,968

s s s s s s s S,
s

1,127,078
2.331.156

1,127,078
2,331.186

1 .225
1 .225

65
66
67
up
69
70
71
72

ES .
Contributions in Aid of Construction (CIAC)

Less: Accumutaled Amortization
Net CIAC (L25 . L26)

Advances in Aid of Construction (AIAC)
Customer Deposits
Meter Advances
Defered Income Tax Credits

3 $ (129.725) s 93,200 s 339,000
(9,l/46.5533

s (9,746,553) s z1 ,a5a,479

74 DD'
75 Cash Working Capital Aliowance
76 Prepayments
77 Supplies inventory
78 Projected Capital Expenditures
79 Deferred Debits
to Citizens Acquisition Adjustment
B1 Original Cost Rate Base

9146.553
s 31,965,853 s <e14,a14) s 54,982

PH1\
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> i

Schedule All-1
_

ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WATER

Docket No. WS-01303A-02-0867 et aL
Test Year Ended December 31, 2001

SURREBUTTAL OPERATING INCOME STATEMENT ¢ TEST YEAR AND STAFF PROPOSED

[A] [B] [D] [E]

I

| _

l

LINE
no. DESCRIPTION

COMPANY
TEST YEAR

As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
As

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 6,079,671 $ 1,916,522 s 7,996,193
In 0

Q

a

|

1
2
3
4
5

REVENUES!
Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

113,419
6,193,090

$
$
$
$

$6,079,671 .
$ -
$ 113,419
$6,193,090 $ 1,916,522 $

113,419
8,109,612

| OPERA TING EXPENSES:
$ 1,167,073 401 ,344 $ $ 1,568,417

a

761
41:

1,417,171
17,413

540,312
169,519
164,564

(37)
(313,822)

70,923
(926,122) 0

|

1,416,410
17,413

540,349
483,141

93,641
926,122

6,878
28,369

22
87,848 (9.411)

6,878
28,369

22
78,437l

I
I

0

b

i

|
I

Salaries & Wages
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Supplies & Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance - Health and Life ,
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

564,571
(70,180)
52.615
51,713

418,483

40,874
300,122

1,025,028
62,065

186,779
(665,050)

$1,568,417
$ -
$1,417,171
$ 17,413
$ 540,312
$ 169,519
$ 164,564
$ -
$ 6,878
$ 28,369
$ 22
$ 78,437
$ -
s 40,874
$ 864,693
$ 954,848
$ 114,680
$ 238,492
$ (246,587) 739,756

40,874
864,693
954,848
114,680
238,492
493,189

6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Total Operating Expenses
Operating Income (Loss)

$
$

5,717,084
476,006

$
$

241 ,037
(241,037)

$5,958,121
$ 234,969

$ 739,756
$ 1,176,766

$
$I

6,697,877
1,411 ,735

\,..

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuual Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]

(17)
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ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WASTEWATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

[N
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF

FAUQ
VALUE

e

1 Adjusted Rate Base $ 17,199,992 $ 8,713,382 $ 12,956,687

$ 1,081,472 $ 1,081,472 $ 1,081,4722 Adjusted Operating Income/(Loss)

3 Current Rate of Return (L2 / LI ) 6.29% 12.41% 8.35%

4 Required Rate of Return 3.3% 6.5% 4.3%

5 $ 562,884 $ 562,884 $ 562,884

6

Required Operating Income (LE x LI )

Operating Income Deficiencyl(Excess) (L5 - L2) $ (518,587) $ (518,587) $ (518,587)

7 Gross Revenue Conversion Factor 1 .62863 1 .62863 1 .62863

8 Required Revenue Increase/(Decrease) (L7 x Le) $ $ (844,589)

9 Adjusted Test Year Revenue

(844,589)

$ 5,088,340 $

(844,589) $

5,088,340 s 5,088,340

10 Proposed Annual Revenue (L8 + LE) s 4,243,751 $ 4,243,751 33 4,243,751

11 Required Increase/Decrease in Revenue (%) -16.60% -16.60% -16.60%

12 Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References:
i

P

4

Columns [A], [B], 8¢ [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3, 8 JMR-S8

EXHIBIT

(19)



Schedule DWC-2

3

ARIZONA-AMERICAN WATER COMPANY, ¢nc.. SUN CITY WASTEWATER

Docket no. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

[A] [B] [Cl [D]LINE
NO. DE$CRHDTIQN

I
l.s
,' ,Ly" 9

1

2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor (Line 11)
Revenues (L1 - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (LE - LE)
Revenue Conversion Factor (LI / L5)

100.0000%
0.0000%

100.0000%
38.5989%
61 .4011 %
1.628635

n

r

[

7
8
9

10
11

Calculation of Uncollecftible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (LE - LB )
Uncollectible Rate
Uncollectible Factor (LE x L10 )

100.0000%
38.59890/>
61 .401 1 %
0.0000%
0.0000%

3
2~»

4
i t : .

12
13
14
15
18
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate(L13 + L16)

100.0000%
6.9680%

93.0320%
34.0000°/,
31 .6309%
38.5989%

r
$
$

562,884
1 .0a1 ,472

18
19
20

Required Operating Income (Schedule DWG-1, Col. [BL Line 5)
Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [C], Line 28)
Required Increase in Operating Income (L18 - L19) $ (518,587)

I
i

$
$

196,643
522,645

21
22
23

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col. [B], L39)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ (326,002)

s 4,243,751
0.0000%

$
$

24 Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
25 Uncollectible Rate (Line 10)
26 Uncollectible Expense on Recommended Revenue (L24 x L25)
27 Adjusted Test Year Uncollectible Expense
28 Required Increase in Revenue to Provide for Uncollectible Exp (L26 - L27) $

[ '~

29 Total Required Increase in Revenue (L2O + L23 + L28) s (844,589)

¢

o

s
$
$
$

Test Year

5,088,340
3,484,223

. 250,074
1354,043

6.9680%

STAFF
Recommended

$ 4,243,751
$ 3,484,223
$ 250,074
s 509,454

6.9680%
J

$ 94,350
$

$ 35,499
$ 1,259,693

34.0000%
473,955

340000%

Calculation of Income Tax:
30 Revenue (Schedule All-1, Col. [CL Line 5 81 Sch. DWC-1, Col. [B], Line 10)
31 Operating Expenses Excluding income Taxes
32 Synchronized Interest (L43)
33 Arizona Taxable Income (L30 - L31 - L32)
34 Arizona State Income Tax Rate
35 Arizona Income Tax (L33 x L34)
36 Federal Taxable Income (L33 - L35)
37 Federal Income Tax Rate
38 Federal Income Tax (L36 x L37)
39 Combined Federal and State Income Tax (L35 + L38)

$
$

428,296
522,645

$
$

161,145
196,643

40 Applicable Federal Income Tax Rate (Col. [D], L38 - Col. {B], L38)/ (Col. [C], L36 - Col. [A], L36) 34.0000%

$

I

41
42
43

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized lnteresi (L41 x L42) $

8,713,382
2.87%

250,074

(20)



Schedule DWC-3ARIZONA-AMERICAN WATER COMPANY, INC.. SUN CITY WASTEWATER

Docket No, WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

5

SURREBUTTAL RATE BASE - ORIGINAL COST

[A]
COMPANY

AS
FILED

[8]

LlNE
no.

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

AS
ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ A
B

$35 19,962,780
7,189,539

s 12,773,241 $

(69,319)
(5,604)

(63,715) ,$

19,893,461
7,183,935

12,709,526

LESS.-

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

1,187,139 1,187,139

7 Advances in Aid of Construction (AIAC) 3,309,005 3,309,005

8 Customer Deposits
. E
l ¢

2 %

9 Meter Advances

10 Deferred Income Tax Credits
r
l

ADD;

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits - »

16 Tolleson Trickling Fitter 500,000 500,000

16 Citizens Acquisition Adjustment 5,264,640 (5,264,640) C

17 Original Cost Rate Base 3 14,041,737 $ (5,328,355) $ 8,713,382

Adiustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
c. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column [B]: Staff Surrebuttal Schedule DWC-4
Column [kg Column [A] + Column [B]
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References:
Per Staff Engineering Reports
Per Staff Engineering Reports
Per Company Response to Staff Data Request BKE 26-3
Per Decision No. 60772
Per Company Response to Staff Data Request DWC 12~2
Per Company Response to Staff Data Request DWC 6-10 Amended
Per Carlson Direct Testimony

Plant . not used & useful
plant - unidentified
Plant . mis~PosteO
Plant - removed by previous decision
Post-Test Year Plant
Remove AFUDC Ad). 3/95
Remove Acquisition Adjustment

ADJ #
1
2
3
4
5
G
7

7

\
L

ARIZONA-AMER1CAN WATER COMPANY INC. * SUN CITY WASTEWATER
Docket No. ws-01303A-02-0B57 et at.
Test Yr "'"'led December 31, 2001

Schedule DWC-4
r

s us \L SUMMARY oF ORIGINAL COST RATE BASE ADJUSTMENTS

[A]
COMPANY
AS FILED

IB]
Plant-not used

ADJ #1

[ q
Plant-unlderltiHed

ADJ #2

[D]
Plant Mis-Pc1s&ed

ADJ #3

[El
Plant Prov. Dec.

ADJ #4

[F]
P051-TY pr.

ADJ #5

[G]
AFUDC Adj.

ADJ#6

[H]
Acquisltion Adj

ADJ to

m
STAFF

ADJUSTED
LINE
no .

ACCT.
NO. DESCR5PTlON

Leave Blank Leave Blank

s s s s s 5 s s $122,373
6.132

10,495
139,000

1
2
3
4
5
5
7
8 ,

PLANT IN SERVICE:
Intanciibie

301.00 Organization
302,00 Franchises
303.00 Miscellaneous Intangibles

Suhtcblal Intangible

(Asa)
(868)

122,373
6.132
9,627

138132

i ..
i n »4

6.565
42J95

453
11,337

6,565
53,532

453

z_57s 2,575

ft;
1 ,sos

291
1 ,503

291

(4,310)
I
5

Treatment and Discharge
310.00 Land & Land Rights
311.00 Structures & Improvements
312.00 Preliminary Treatment
313.00 Primary Treatment Eauipment
314.00 Secondary Treatment Equipment
315.00 Tertiary Equipment
316.00 Disfection Equipment
317.00 Effluent Lift Station E
315.00 Outfall Line
319.00 Sludge, Treatment s. Distribution
321.00 influent Lift Station
322.00 General Treatment Equipment

Subtotal Treatment & Discharge

4,778
18743
77103 7,o27

4SB
18,743
B4.130

9

10

11

12

13

14

15

i s

17

18

20

13

14

15

i s

17

18

19

20

350713
1229.723

12,354,079
1 ,ace,zea
2,307,454

a50_713
1 ,229,723

12,384,079
1 .300,26s
2,307.454

Collection and influent
340.00 Land & Land Rights
341.00 Structures & imprnvemenis
34200 Collection System Lift
M3.00 Collection Mains
34400 Force Mains
345.00 Discharge Services
346.09 Manholes

Subtotal Collection and influent 17,572,235 17,572,235
sf"
4

4
|

(23,238)
(134,421 )

I
1

21
22
23
42
43
44
45
46
47
48
49

E Sf
5

3,785

tl

General
389.00 Land 8 Land Rights
390.00 Structures & Improvements
391.00 Office Furniture and Equipment
391.10 Computer Equipment
392.00 Transportation Equipment
39300 Stores Equipment
"94.00 Tools, Shop, & Garage Equipment

100 Laboratory Equipment
.of Power Operated Equipment

. 100 Communication Equipment
398.00 Miscellaneous Equipment

Subtotal General _

1 ,108
750,473
38B,328
425,624
408,123

6,523
93,334
29,565
27,321

160,925
62,919

2,364,244 (134,421)
(14,879)
(14,879l (19,453)

1108
760,473
385,090
291.203
408,123

6,523
93,334
29.565
27,321

164,711
48,240

2_195_691

52
53
54
55
55
57

Add:

Less:
... 4 (96,727)

s s s s s (12426) s s s

Youngtown Plant'
AFUDC Adjustment 3/95"

Total Plant in Service
Less: Accumulated Depreciation
Net Plant in Service (L59 - L 60)

(96,727)
491075)

s 19,962,780
7,189,539

$ 12,773,241 s

(134,421)
9,255

(125,16e> s

(15,547)
14679

(868) s s s (12,426l s

93,075
93,075
18,330
74,745 s S

19893,461
7183,935

12.709.526

$s s s s $ s s s
I

1,187,139
3,309,005 I_- .

. 4

1.187.139
3,309,005

LESS:
Contributions in Aid of Construction (CIAC)

Less; Accumulated Amortization
Net CIAC (L25 . LZS)

Advances in Aid of Construction (AIAC)
Customer Deposits
Meter Advances
Deferred Income Tax Credits

500,000

58
59
60
SI
62
63
64
65
GB
67
SB
69
70
71
72
73
74
75
76
77
78
79
BO
e l
B2

ADD.
Cash Working Capital Allowance
Prepayments
Supplies lnventoqr
Protected Capital Expenditures
Deferred Debits
Tolleson Trickling Filter
Citizens Acquisition Adjustment
Original Cost Rate Base

500,000
5,264,640

s 14.041 .737 $ (125,165) s (868) s s _s (12,425) s 74,745 s
(5,264G40)
{5,284,640) $ 8,713382

2
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Schedule All-1ARIZONA-AMERICAN WATER COMPANY, INC . SUN CITY WASTEWATER

Docket NO. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL OPERATING \NCOME STATEMENT .. TEST YEAR AND STAFF PROPOSED

[A] [B] [D] [E]

LINE
NO. DESCRIPTION

COMPANY
TEST YEAR
As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDEDg

L
:44

5,085,481 5,085,481 (844,589) 4,240,892

i i

$
$
$
$

$
$ -

$
$

REVENUES;
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenue;
Total Operating Revenues `

$
$
$
s

2,859
5,088,340

$
$
$
$

$
5
$
$

2,859
5,088,340 (844,589)

2.859
4,243,751

OPERATING EXPENSES:
$ 172,045 332,698

992,447
1 ,632

160,653
992,447

1,509 123

332,698
992,447

1 ,632

r,.~=.~i
L . .

7 ; 2,885 2,385 2,885

32,119 32,119
\

204,642
3,123

522,586

(204,642)
28,996

(522,586)

21,265 21 ,265 21 ,265

t

I 36,400 14,457 50,857 50,857

'L
I

(

347,318
(8,847)
17,1 18

(1 B,380)
265,457 (326,002)

+9

Salaries 5, Wages
Purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Repairs & Maintenance
Office Supplies & Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance -Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax
Tolleson Wastewater User Fees

33,583
145,130
514,852

7,754
193.701
257,188
818,091

$
$
$
$
$
$
$
$
$
$
$
$
s
$
$
$
$
s
s
$
s
$

$
$
s
$
$
$
$
$
$
$
s
$
s
$
$
s
s
$
$
s
$
5

33,583
492,448
506,005
24,872

175,321
522,645
818,091

s
s
$
$
$
5
$
$
5
$
$
s
s
$
$
s
$
$
s
$
$
$

$
$
$
$
$
$
$
$
$
$
$
$
$
S
s
$
s
$
$
s
$
$

33,583
492,448
506,005
24,872

175,321
196,543
818,091

E

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Total Operating Expenses
Operating Income (Loss)

S
$

3,912,924
1,175,416

s
$

93,944
(93,944)

$
$

4,006,868
1,081,472

$
S

(326,002)
(518,587)

s
$

3,680,867
562,884

l
v

1

no
n

'\

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-- and DWC-2
Column [E]: Column [C] + Column [D]

(23)
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ARIZONA-AMERICAN WATER COMPANY, INC.. MOHAVE WATER

Docket No. WS-01303A-02-0867 et aL
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

Vu
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

LINE
no. DESCRiPTION

[C]
STAFF
FAIR

VALUE

$ 13,216,710

$ 1,058,072

$

$

9,577,221 $ z 11,396,966

1,058,072 s 1,058,072

1 Adjusted Rate Base

2 Adjusted Operating Income/(Loss)

3 Current Rate of Return (L2 / LI ) 8.01% 11.05% 9.28%

4 4.7% 6.5% 5.4%

5 618,688

6

$

$

$

$ "8*.(439,383)

1 .62863

618,688 $

(439,383) $

1 .62863

618,688

(439,383)

1 .62863

,83

7

Required Rate of Return

Required Operating Income (L4x LI)

Operating Income Deficiency/(Excess) (L5 - L2)

Gross Revenue Conversion Factor

8

9

10

$ (715,595)

$ 4,394,775

$ 3,679,180

$

$

$

(715,595) $

4,394,775 $

3.679.180 $

11 -16.28% -16.28%

(715,595)

4,394,775

3,679,180

-16.28%

12

Required Revenue Increase/(Decrease) (L7 x LE)

Adjusted Test Year Revenue

Proposed Annual Revenue (Le + LE)

Required Increase/Decrease in Revenue (%)

Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References:

Columns [A], [8], & [cy Staff Schedules Au-1, Dwc-2, Dwc-3, a JMR-se
noQ

4

EXHIBIT

(25)
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MOHAVE WATER Schedule DWC-2ARIZONA-AMERICAN WATER COMPANY. INC..

Docket No. WS~01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

IA] [B] [C] .[D]LINE
no. DESCRIPTION

V

l., _,,;
. .

.~:~;i
»;=:-1
»:~'4

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor (Line 11)
Revenues (LI - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (LE - L4)
Revenue Conversion Factor (L1 l L5)

1000000%
000000%

100,0000%
38.5989%
BI .4011 %
1 .628635

7
8
9
10
11

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (LQ x L10 )

100,0000%
385989%
el .4011 %
00000%
0.0000°/a

3

2a'£

¢ . -

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 + L16)

100.0000%
6.9680%

93.0320%
34-0000%
31 .6309%
38.5989%

J
i

E
l

$
$

618,688
1,058,072

18 Required Operating income (Schedule DWC-1,Col. [B], Line 5)
19 Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [0], Line 2B)
20 Required Increase in Operating Income (L18 - L19) $ (439,383)

s
$

216,139
492,351

E

21
22
23

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col, [B], L39)
Required increase in Revenue to Provide for Income Taxes (L21 L22) $ (276,212)

$ 3,679,180
00000%

$
$

24 Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
25 Uncollectible Rate (Line 10)
26 Uncollectible Expense on Recommended Revenue (L24 x L25)
27 Adjusted TeSt Year Uncollectible Expense
28 Required Increase in Revenue to Provide for Uncollectible Exp. (L26 - L27) s

V

l
29 Total Required Increase in Revenue (L20 + L23 + L28) $ (715,595)

. n o

*

I

$
s
s
$

Test Year

4394,775
2,844,352

274,866
1,275,557

6 96B0%

$

STAFF
Recommended

$ 3,679,180
$ 2,844,352
$ 274,865
$ 559,862

69680°/>

$ 88,881 $ 39,018
$ 1 486,676

34.0000%
$ 520,943

34.0000%

30
31
32
33
34
35
36
37
38
39

Calculation of Income Tax: .
Revenue (Schedule All-1, Col. {C], Line 5 & Sch. DWC-1, Col. [B], Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L43)
Arizona Taxable Income (L30 - L31 L32)
Arizona Slate Income Tax Rate
Arizona income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal income Tax Rale
Federal Income Tax (L36 x L37)
Combined Federal and State Income Tax (L35 + L38)

$
s

403,470
492,351

$
$

177,121
216,139my

c 40 Applicable Federal Income Tax Rate(Col. [D], L38 - Col. [B], L38) / (Col [C], L36 - Col [A], L36) 34.0000%

I $

l

41
42
43

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) s

9,577,221
287%

274,866

I

N

(26)



ARIZONA-AMERICAN WATER COMPANY, INC. -
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

MOHAVE .WATER Schedule DWC-3

SURREBUTTAL RATE BASE n ORIGINAL COST

[A]
COMPANY

AS
FILED

[B]

LINE
NO.

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

AS
ADJUSTED

1

2

3

$ $Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ 23,833,079
7,852,645

$ 15,980,434 $

(100,878) A
(93,363) B

(7,515) s

23,732,201
7,759,282

15,972,919

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

2,825,809 2,825,809

7 Advances in Aid of Construction (AIAC) 3,462,178 3,462,178
13
4

8 Customer Deposits -

9 Meter Advances 107,711 107,711

10 Deferred Income Tax Credits Q 1-

ADD:

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory a

14 Projected Capital Expenditures

15 Deferred Debits
av

A
, 4

6,121,931 (6,121,931) C16 Citizens Acquisition Adjustment

Original Cost Rate Base17 $ 15,706,667 s (6,t29,446) $ 9,577,221

Adjustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column [B]: Staff Surrebuttal Schedule DWC-4
Column [C]: Column [A] + Column [B]

(27)



References
Per Staff Engineering Reports
Per Staff Engineering Reports
Per Company Response to Staff Data Request BKB 26-3
Per Decision No. 60172
Per Company Response to Staff Data Request DWC 12-2
Per Company Response \o Staff Data Request DWC 6 10 Amended
Per Carson Direct Testimony

ADJ :x
1
2
3
4
5
6
7

Plant - Rio! used 8- useful
Plant . unldentiHeO
Plant - mis-posted
Plant - removed by previous decision
Post~Test Year Plant
Remove AFUDC Adj. 3/95
Remove Acquisition Adjustment

.v

I

I

\F<IZONA-AMER:CAN WATER COMPANY INC. I MOHAVE WATER

Docket *" 9-D1 303A-024857 em at.

Test - z December 31 2001

Schedule DWC-4

;5URR. .AL SUMMARY oF ORIGINAL COST RATE BASE ADJUSTMENTS

LINE
no .

ACCT.
NO. DESCRIPTION

[A]
COMPANY
AS FILED

[8]
Plant-not used

ADJK11

[C]
Plant-unidentified

ADJ #2

we
Plant Mis~Pos\ed

ADJ :so

KE]
P\ant Prov Dec.

ADJ #4

(Fl
Post-TY Pl

ADJ #5

lG]
AFUDC Adj.

ADJ#G

[H]
Acqunsitiora Adj

ADJ #7

U1
STAFF

ADJUSTED

Leave Blank Leave Blank Leave Blank Leave Blank

s 34,004
37,061

$ s s s s s s s 34,004
37,081

PLANT /N SERVICE!
Imanuible

301.00 Organization
302.00 Franchises
303.00 Miscellaneous intangibles

Subtctai Intangible 71 ,065 71 .065
.

)

1
2
3
4
5
6
L

261 ,542
643,073
663,944

(63,719) 1 1 ,225
55,633

209,045
G98,706
663,944

r

Source of Suoolv
310.00 Land & Land Rights
311.00 Structures & improvements
312.00 Collecting & impounding Reservoirs
313.00 Lakes. Rivers, Other intakes
314.00 Wells and Springs

Subtotal Source of Supply
802,320

2.370,B79
(37.111 )

(100,530)
(11,000)
55.a5a

a
754,209

2,325,907

2.361
1,557

9 2.361
1.8a7

,..

i 1 ,70B,531 146,092 1,B54,623

i

Pumping
32000 Land a Land Right.:
32100 Structures & improvements
32300 Other Power Production
325.00 Electric Pumping Equipment
326.00 Diesel Pumping Equipment
328.10 Gas Engine Pumping Equipment

sununal Pumping 1,712,579 146,092 1,B58.671

l12,699)
Water Treatment

33000 Land & Land Rights
33100 Structures & Improvements
332.00 Water Treatment Equipment

Subtotal Water Treatment

409,500
15157
49,196

473,853
1.674

(11,025)

396,801
15,157
50,870

462828

I . 9.fso9
4.583

1 ,189,528
1 1 .691 ,493

(96,020)
(30,000)

9.609
4,sas

1,093,505
11,651 .493

g' 2,B63,B1 B
1,825.55B

2,ss3.a1s
1,825,555

Transmission & Distribution
340.00 Land & Land Rights
341.00 Structures a Improvements
342.00 Distribution Reservoirs & Standpipes
343.00 Transmission & Distribution
344.00 Fire Mains
345.00 Services
345.00 Meters
*48.00 Hydrants

200 Other Transmission a Distribution
Subtotal Transmlssiorl 8; Distribu. 17,554589 (96,020) (30000) 17455569

(37,142) (23,400)
(11960)1

E
3,678

44 B21

4
I
I

J

General - Allocated Common Plant
389.00 Land & Land Rights
390.00 Structures & Improvements
391.00 Office Furniture and Equipment
391 .10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
394.00 Tools, Shop, & Garage Equipment
395.00 Laboratory Equipment
396.00 Power Operated Equipment
39700 Communication Equipment
39800 Miscellaneous Equipment

Subtotal General

3,050

293
89,251

313,106
353,433
542,457

z,as5
11B,742

7,z77
7t ,294

110,560
10,535

1,sz0,1 14 (37,142) (27,811l

293
28,709

301,145
353,433
545,135

2,865
119,563

7,277
71 v294

113,610
10,836

t,555161

;

=~;;:l 8
9

10
11
12

. i t "  1 3
1 . ;  1 4
~'.. 15

16
1?
18
19
20
21
22
23
24
25
26
27
28
29
30
St
32
33
34
35
38
3?
38
sf

4
i t
42
43
44
45
45
47
48
49
50
51
52
53
54
55
56
57

Add:

Less:

-
In

s $ s s $ s 133,114 s s s»Total Plant in Service
Less: Accumulated Depreciation
Net Plant in Service (L59 - L 60) s

23.8330079
7B52G45

15,980,434 $ $

(233,992)
93,363

(140,629) s s s 133.114 s 3 s

23,732,201
7,759,282

15.972,919

s s s s s s s $ s

2,825,809
3.46247B

2,825,809
3,462,178

107,711 107,711

LESS.
Contributions in Aid of Construction (CIAC)

Less: Accumulated Amortization
Net CIAC (L25 . L26)

Advances in Aid of Canstructinrr (AIAC)
Customer Deposits
Meter Advances
Deferred Income Tax Credits

H22H 'Q
:» i '

58
59
60
61
62
53
84
65
66
e t
so
69
70
71
72
73
74
75
76
77
7B
79
t o
81

ADD:
Cash Working Capital Allowance
Prepayments
Supplies Inventory
Projected Capital Expenditures
Deferred Debits
Citizens Acquisition Adjustment
Onganal Cost Rate Base s

6,121,931
15,706,667 __s s (149,529) $ _s s 133.114 $

(6,121,931)
s g6,121,Q311 s 9,577,221

v

r

l

(28)
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ARIZONA-AMERlCAN WATER COMPANY, INC.. MOHAVE WATER

Docket No. WS-01303A-02-0867 et al.

Test Year Ended December 31, 2001

SCHECULE Al1-1

SURREBUTTAL OPERATING INCOME STATEMENT . TEST YEAR AND STAFF PROPOSED

[A] [B] [D] [E]

LINE
no. DESCRiPTION

COMPANY
TEST YEAR

As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 4,286,070 $ $4,286,070 s (715,595) $ 3,570,475
REVENUES:

Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

108.705
4,394,775 $

108,705
$4,294,775 $ (715,595) $

108,705
3,679,180

OPERA TING EXPENSES:
$ $ (229,804) 5 $ $

76
(26,286)

614,283
5,040

294,679
(18,136)
301,313
120,364
40,2t9

614,283
5,040

294,679
(18,136)
301,313
120,364
40,219 3

i f

844,087
5,040

294,603
8,150

301,313
249,61 1

5,177
521,040

(129,247)
35,042

(521 ,040)

18,307 18,307 18,307

27,385 42,838 70,223 70,223

Salaries & Wages
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Sup.plies a Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance - Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

29,013
83,386

692,199
47,563

272,584
199,240

339,176
(23,310)
(9,622)

(32,929)
293,1 11

29,013
422,562
668,889

37,941
239,655
492,351 (276,212)

29,013
422,562
668,889

37.941
239,855
216,139

1

2
3
4
5
6
7
8

g
10
11
12
13

14
15
16
17

18

19
20
21

22
23
24
25

26
27
28
29

Total Operating Expenses
Operating Income (Loss)

s
$

3,598,698
796,077

$
$

(261 ,995)
261,995

$3,336,703
$ 1,058,072

s (276,212)
$ (439,383)

$
$

3,060,491
618,689

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column Cl: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]

»

r
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ARlZONA~AMERlCAN WATER COMPANY, INC. - HAVASU WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

VS
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALUE

$ 1,142,665 $ 822,117 $ 982,391

$ 73,432 $ 73,432 $ 73,432

1 Adjusted Rate Base

2 Adjusted Operating Income/(Loss)

3 Current Rate of Return (LE / LI ) 6.43% 8.93% 7.47%

4 Required Rate of Return 4.6% 6.5% 5.4%

5 $ 53,109 $ 53,109 $ 53,109 -a
8

6 $ $

7

Required Operating Income (L4 x LI )

Operating Income Deficiency/(Excess) (L5 - LE)

Gross Revenue Conversion Factor

(20,324)

1 .62863

(20,324) $

1.62863

(20,324)

1 .62863

$ $8 Required Revenue Increase/(Decrease) (L7 x LE)

9 Adjusted Test Year Revenue $

(33,100)

440,924 $

(33,100) $

440,924 $

(33,100)

440,924

10 $ 407,824 $ 407,824 $ 407,824

11 -7.51 % -7.51 % -7.51%

12

Proposed Annual Revenue (L8 + LQ)

Required Increase/Decrease in Revenue (%)

Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References:

Columns [A], [B], 8. [C]: Staff Surrebuttal Schedules All-1, DWC~2, DWC-3, a. JMR-S8

EXHIBIT

(31)
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Schedule DWC-2ARlZONA~AMERlCAN WATER COMPANY, INC.. HAVASU WATER
Docket No. WS»01303A-D2-0867 et al.
Test Year Ended December 81, 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

LINE
NO.

IA] [B] [C] [D]
DESCRIPTION

Z 1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncoilecible Factor (Line 11)
Revenues (L1 - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (LE - L4)
Revenue Conversion Fodor (LI / L5)

100.0000%
0.00()0%

100.0000%
38.5989%
61 .401 1%
1 .G28635

9:~§

f

7
8
g
10
11

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (LE x L10 )

100.0000%
38.5989%
GO 401 1 %
0.0000%
0.0000%

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 + L16)

100.0000%
5.9680°/,l

93.0320%
3».0000%
31 .6309%
38.5989% r

r

1

J

J

i

18

19
20

$
s

53,109
73,432

Required Operating Income (Schedule DWC-1, Col. [B], Line 5)
Adjusted Test Year Operating Income (Loss) (Sch. All-1 , Col. [C], Line 28)
Required Increase in Operating income (L18 - L19) $ (20,324)

f 21
22
23

$
$

18,554
31.330

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col. [8], Las)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ (12,776)

Fig;

I

$ 407,824
0.0000%

\

24
25
26
27
28

$
$

Recommended Revenue Requirement (Schedule DWC-1, Col, [BL Line 10)
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 x L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp, (L26 - L27) $

29 Total Required increase in Revenue (L20 + L23 + L28) $ (33,100)

s
$
$
$

Test Year

440,924
336,162
23,595
81 ,168

6.9680%

$

STAFF
Recommended

$ 407,824
s 336,152
$ 23,595
$ 48,068

6.9680%
$ s 3,349

s 75,512
34.0000%

5,656
$ 44,718

34.0000%

Calcu/aiion of Income Tax:
30 Revenue (Schedule All-1, Col. ICI. Line 5 & Sch. Dwc>1, Col. [BI, Line 10)
31 Operating Expenses Excluding Income Taxes
32 Synchronized Interest (L43)
33 Arizona Taxable Income (L30 - -31 - L32)
34 Arizona State Income Tax Rate
35 Arizona Income Tax (L33 x L34)
36 Federal Taxable Income (L33 - L35)
37 Federal Income Tax Rate
38 Federal Income Tax (Las x L37)
39 Combined Federal and State Income Tax (L35 + L38)

$
$

25,674
31,330

s
$

15,204
18,554

40 Applicable Federal Income Tax Rate (Col. [D], L38 - Col. [B}, L38) / (COL [C], L36 - Col. {A],L3e) 34.0000%

41
42
43

$

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC-3, Col, [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

822,117
2.87%

23,595

f- ;
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HAVASU WATER Schedule DWC-3ARIZONA-AMERICAN WATER COMPANY, INC.
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL RATE BASE 5 ORIGINAL COST

[B]

LINE
no.

[A]
COMPANY

As
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

$ $ $1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

2,165,406
555,531

1 ,609,875 $

(95,241) A
(18,120) B
(77,121) $

2,070,165
537,411

1,532,754

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ 9

Q

$ $

280,867 280,867

7 Advances in Aid of Construction (AIAC) 418,704 Q 418,704

8 Customer Deposits Q

r

9 Meter Advances 11,066 Q 11,066

10 Deferred Income Tax Credits u - D

ADD.-

11 Cash Working CapitaI - -

Q

-

Q Q

Q
-

12 Prepayments .

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits Q

523,302 l16 Citizens Acquisition Adjustment

Original Cost Rate Base17 $ 1,422,540 $

(523,302) C

(600,423) $ 822,117

Adjustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]:
Column [B]:
Column [C]:

Company Schedule B~t
Staff Surrebuttal Schedule DWC-4
Column [A] + Column [B]

(33)



Play . nm used A useful
Plant - unidentified
Plant . mis-posted
Plant - removed by previous decision
Post-Test Year Plan!
Remove AFUDC Adj. 3/95
Remove Acquisition Adjustment

ADJ #
1
2
3
4
5
6
7

References:
Per Staff Engineering Reports
Per Staff Engineering Reports
Per Company Response to Staff Data Request BKB 26~3
Per Decision No. 60172
Per Company Response to Staff Data Request owe 12-2
Per Company Response to Staff Data Request DWC 6~10 Amended
Per Cadsnn Direct Testimony

r

lRIZONA-AMERIC/\N WATER COMPANY, INC.. HAVASU WATER
Docket *I "9~01303A-02-0867 El al.

DBGember 31, 2001

Schedule owc-4

i AL SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

LINE ACCT.
n o

[A]
COMPANY
AS FILED

18]
Plan(-not used

ADJ #1

(Cl
Plan(-unidentiued

ADJ #2DESCRIPTION

[D]
Plant Mis-Posted

ADJ #3

[El
Plant Prov Dec.

ADJ #4

[Fl
Post~Ty PI.

ADJ #5

[G]
AFUDC Adj.

ADJ #6

xH1
Acquisition Adj

ADJ #7

W
STAFF

ADJUSTED

Leave Blank Leave Blank Leave Blank Leave Blank

s 10,144 s s s s $ s s s 10,144

PLANT /N SERVICES
Intangible

30100 Organization
30200 Franchises
303.00 Miscellaneous intangibles

Sub\olal Intangible 10v144 10,144

12,245
53,577

148,253

(5,746)
(401)

1,272
10,287

7,771
63,763

148,253

Source of Sunoly
310.00 Land & Land Riggs
311.00 Stmciures & lmprovemenS
312.00 Coflecling & lmpcundlng Reservoirs
313.00 Lakes, Rivers, Other Intakes
a14.00 Wells and Springs

Subioiai Source of Supply
107,017
321,392

(70,928)
(77,075) 11.559

36,089
255,876

z2.7as
254.974 (244)

22,738
254,730

Pumpino
320.00 Land & Land Rights
321 .00 Structures & Irnprpvemerits
323.00 Other Power Production
325.00 Electric Pumping Equipment
32800 Diesel Pumping Equipment
32810 Gas Engine Pumping Equipment

Subtotal Pumping 277,712 (244) 277 v468

. Water Treatment
330.00 Land & Land Rights
331.00 Structures & Improvements
332.00 Water Treatment Equipment

Subtotal Water Treatment
25,315
25,315

25,315
25,315 8;

270,085
752,886

(44,z14)
21,141

225,871
774,027

182,275
175,386

1B2,2'/'5
176,386

Transmission & Distribution
340.00 Land & Land Rights
341 .00 Structures 8- Improvements
342.00 Distribution Reservoirs 8 Staridpipes
343.00 Transmission & Distribution
344.00 Fire Mains
345.00 Services
346.00 Meters
948.00 Hydrarlts

9.00 Other Trgnsrnission 81 Distribution
Subtotal Transmission & Distribu. 1,381 ,632 (23,073) 1 ,35B,559

(9-348)

2.940

General . Allocated Common Plant
389.00 Land & Land RighG
390.00 Structures & Improvements
391.00 Office Furniture and Equipment
391.10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
394,00 Tools, Shop, & Garage Equipment
395.00 Laboratory Equipment
396.00 Power Operated Equipment
397.00 Communication Equipment
398,00 Miscellaneous Equipment

Subtotal General

25
10.577
31 ,793
33.449
45.234

247
10.104

627
8.744
7.477

934
149,211 (B,40B)

25
10,577
22,445
33.449
45.234

247
10,104

627
11 .684
7,477

934
142,803

58 Add:

58 Less:

s s s s s s (17,922) s s $G1
62
63

Total Plan! in Service
Less: Accumulated Depredation
Net Plant in Service (L59 . L 60) s

2,165,406
555,531

1609875 8

(77319)
18.120

(59199) s s s s (17922) $ s s

2,070.155
537411

1,532.754

s s s s $. s $ s $

280,867
418.704

280,867
418,704

65 LESS:
66 Contributions in Aid of Construction (CIAC)
67 Less: Accumulated Amortization

Net CIAC (L25 - L26)
69 Advances in Aid of Construction (AIAC)
70 Customer Deposits
71 Meter Advances
72 Deferred Income Tax Credits

111066 11,056

74 ADD:
75 Cash Working Capital Allowance
76 Prepayments
77 Supplies Inventory
78 Projected Capital Expenditures
79 Deferred Debits
80 Citizens Acquisition Adjustment
81 Qriginal Cost Rate Base $

523,302
1 ,422,540 s (59,199) § s $ $

(523,302)
$ (523,302) s 522,117s 417.9221



o

SCHEDULE AII-1ARIZONA-AMERICAN WATER COMPANY, INC.. HAvAsu WATER
Docket No. WS-01303A-02-0867 et al.

Test Year Ended December 31, 2001

SURREBUTTAL OPERATING INCOME STATEMENT - TEST YEAR AND STAFF PROPOSED

[A] [8] [D] [E]

LINE
no. DESCRIPTION

COMPANY
TEST YEAR
As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
As

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

V . $ 430,392 s $ 430,392 $ (33,100) s 397,292

1
2
3
4
5

REVENUES:
Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

10,532
440,924 s $

10,532
440,924 $ (33,100) $

10,532
407,824

OPERA TING EXPENSES:
$ (111,573) s $ $

120
(2,365)

3

59,846
806

47,138
(1,099)
75,805
9,893

13,709

59,846
806

47,138
(1,099)
75,805
9,893

13,709
affM

.

171,419
806

47,018
1,266

75,805
21 ,243
2,462

75,244

(1 1 ,350)
11,247
(75,244)

1,837 1,837 1,837
I

2,365 4,514 6,879 6,879

I
:l

Salaries & Wages
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Supplies 8< Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance - Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

2,910
1,977

46,650
9,712

28,682
(32,151)

45,525
(8,203)
(1 ,763)
(4,141 )
63,481

2,910
47,502
38,447
7,949

24,541
31,330

189
*.., ,
l

6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
2G
27
28

(12,776)

2,91o
47,502
38,447
7,949

24,541
18,554

Total Operating ExpenseS
Operating Income (Loss)

$
s

457,245
(16.321 )

$
$

(89,753)
89,753

$
$

367,492
73,432

$

$

(12,776)
(20,324)

$
$

354,715
53,109

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]

r: *
r .;-
1* 1 1

.~;-;-
1

(35)
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1

ARIZONA-AMERICAN WATER COMPANY, INC. - AGUA FRIA WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
NO. DESCRIPTION

[A]
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALUE
x

1 Adjusted Rate Base $ 18,283,746 s 16,665,182 $ 17,474,464

2*

$ 1,581,299 $ 1,581,299 $ 1,581,2992 Adjusted Operating Income/(Loss)

3 Current Rate of Return (L2 / LI ) 8.65% 9.49% 9.05%

4 Required Rate of Return 5.9% 6.5% 6.2%

5 $ 1,076,571 $ 1,076,571 $ 1,076,571 1
MY

6 $ (504,729) $ (504,729) $

7

Required Operating Income (LE x LI )

Operating Income Deficiency/(Excess) (L5 - L2)

Gross Revenue Conversion Factor 1 ,62863 1.62863

(504,729)

1.62863

$ $8 Required.Revenue Increase/(Decrease) (L7 x LE)

9 Adjusted Test Year Revenue $

(822,019)

6,186,037 $

(822,019) $

6,186,037 $

(822,019)

6,186,037

$ 5,364,018 $ 5,364.018 $ 5,364,01810 Proposed Annual Revenue (LB + LE)

11 Required Increase/Decrease in Revenue (%) -13.29% -13.29% _13.29%

12 Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References: a
A

\

Columns [A], [B], 8 [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3, & JMR-S8

3 EXHIBIT

(37)
u
! /M
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Schedule DWC-2ARlZONA~AMERICAN WATER COMPANY. INC . AGUA FRIA WATER

D<>cket No. WS-01303A~02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

[A] IB] [C] [D]LINE
NO DESCRIPTION

f
:

1
=.>. I

up.;

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor (Line 11)
Revenues (LI - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (Ls - L4)
Revenue Conversion Factor (LI / LE)

100.0000%
0.0000%

100.0000%
38.5989%
61 4011 %
1.628635

. Ge
-,.

1

7
8
9
10
t r

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (LE x L10 )

100.0000%
38.5989%
61 .401 1 %

0.0000%
0.0000%

»-,__

L:»z~'
»._ .

a
ng

I

Calculation of Effective Tax Rate:
12 Operating Income Before Taxes (Arizona Taxable Income)
13 Arizona State Income Tax Rate
14 Federal Taxable Income (L12 - L13)
15 Applicable Federal Income Tax Rate (Line 40)
16 Effective Federal Income Tax Rate (L14 x L15)
17 Combined Federal and State Income Tax Rate (L13 + L16)

100.0000%
6.9680%

93.0320%
34.0000%
31 .6309%
38.5989%

i

l
s

i
r

$
$

1 ,076,571
1 .581 ,299

18
19
20

Required Operating Income (Schedule DWC-1, Col. [B], Line 5)
Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [C], Line 28)
Required increase in Operating Income (L18 - L19) $ (504,729)

(~
s
$

376,099
693,389

21
22
23

Income Taxes on Recommended Revenue (Col. [D], L39)
!come Taxes on Test Year Revenue (Col. [B], L39)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ (317,290)

$ 5,364,018
0.0000%

z

1

$
s

24 Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
25 Uncollectible Rate (Line 10)
26 Uncollectible Expense on Recommended Revenue (L24 x L25)
27 Adjusted Test Year Uncollectible Expense
28 Required Increase in Revenue to Provide for Uncollectible Exp. (L26 - L27) $

29 Total Required Increase in Revenue (L20 + L23 + L28) $ (822,019)

s
$
$
$

l'est Year

6,186,037
3.911 ,349

, 478.291
1796397.78

6.9680%

$

STAFF
Recommended

$ 5,364,018
$ 3,911 ,349
$ 478,291
$ 974,378.78

6.9680%
$ 125,173

$
$ 67,895

r

I

$ 1,671 ,225
34.0000%

906,484
34.0000%

30
31
32
33
34
35
36
37
38
39

Calculation of Income Tax:

Revenue (Schedule All-1, Col. [C], Line 5 8 Sch. DWC-1, Col [8], Line 10)
Operating Expenses Excluding income Taxes
Synchronized Interest (L43)
Arizona Taxable income (L30 - L31 - L32)
Arizona Slate Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable income (L33 - L35)
Federal income Tax Rate
Federal income Tax (L36 x L37)
Combined Federal and Stale income Tax (L35 + L38)

$
$

568,216
693,389

$
$

308,205
376,09944

;"8 .3
l,~ ..4; .4,  ; 40 Applicable Federal Income Tax Rate (Col. [D], L38 - Col. [B], L38)l (Col. [C], L36 - Col. [A], L36) 340000%

$
1
r

41
42
43

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

16,665,182
287%

478,291

(38)



-AGUA FRIAWATER Schedule DWC-3ARIZONA-AMERICAN WATER COMPANY, INC.
DoCket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL RATE BASE Q ORIGINAL COST

[B]

LINE
no. \

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

AS
ADJUSTED

$ A
B

$1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ 50,919,880
4,993,698

$ 45,926,182 $

142,227
27,130

115,097 "$

51,062,107
5,020,828

46,041,279

LESS! t

35 $ $ -
i

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC 1 ,973,438 1 ,973,438

7 Advances in Aid of Construction (AIAC) 27,385,370 27,385,370 3
"9

8 Customer Deposits an Q

9 Meter Advances 17,289 - 17,289

10 Deferred Income Tax Credits - an

ADD:

11 Cash Working Capital ¢

12 Prepayments - ¢

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits
nr

¢ 1

16 Citizens Acquisition Adjustment 13,305,699 (13,305,699) C

17 Original Cost Rate Base $ 29,855,784 s (13,190,602) $ 16,665,182

Adjustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column {B]: Staff Surrebuttal Schedule DWC-4
Column [C]; Column [A] + Column [B]

(39)



9 references:
Per Staff Engineering Reports
Per Staff Engineering Reports.
Per Company Response to Staff Data Request BK8 26-3.
Per Decision No 60172.
Per Company Response to Staff Date Request DWC 12-2
Per Company Response to Staff Data Request DWC 6-10 Amended
Per Carson Direct Testimony

5 9 . 8
1
2
3
4
5
E
7

Plant - not used & useful
Plant - unidentified
Plan! - mis-posted
Plant - removed by previous decision
Post-Test Year Plant
Remove AFUDC Adj. 3895
Remove Acquisition Adlus!rr\ent

ARIZGM"-'@ERiCAN WATER COMPANY. INC. n AGUA FRIA WATER

"}1303A-02-0867 et al.

December 31 2001

Schedule DWC~4

URREbUTTAL SUMMARY oF ORIGINAL COST RATE BASE ADJUSTMENTS

LINE ACCT.
NO.

[5]
Piano-not used

ADJ #1DESCRIPTION

(AI
COMPANY
AS FILED

IC]
Plant-unidentihed

ADJ #2

ID]
Plan! Mis-Posied

ADJ #3

IE]
PIanlPrev. Dec.

ADJ #4

[Fl
PDS(-TY PI

ADJ#5

IG]
AFUDC Adj.

ADJ#S

[HJ
Acquisition Adj

ADJ #7

m
STAFF

ADJUSTED

Leave 81ank Leave Blank Leave Blank

s s s s s s s s s

PLANT IN SERVICE:
Intangible

30100 Organization
302.00 Franchises
303.00 Miscellaneous intangibles

Stlhlnlal Intangible

1,229
78,887

115,264
195.380

1,229
78,887

115,264
195350

217,682
1 .150072

(4,G19l
(11.196) 50,531

213,063
1,1B9,507

s

Source of Suonly
310.00 Lana 81 Land Rights
311.00 Structures & lmpmvernenS
312.00 Collecting & Impounding Reservoirs
313.00 Lakes, Rivers, Other intakes
31400 Wells and Sprangs

Subtotal Source of Supply
4_081 ,994
5_449,74B (15,515)

(29,586)
21 .045

4,052,408
5,454,978

47,581
1246135

47681
1.246.735

(15,172) 90,551

Pumoina
320.00 Land & Land Rights
321.00 Structures & improvements
323.00 Other Power Production
325.00 Electric Pumping Equipment
326.00 Diesel Pumping Equipment
32B.10 Gas Engine Pumping Equipment

Subtotal Pumping

14.538313
25,799

697
15,859.825 (15,122) 90551

14514,342
25,799

697
15,935,254

Water Treatment
330.00 Land s. Land Rights
331.00 Structures 8 Improvements
332.00 Water Treatment Equipment

Subtotal Water Treatment

39,917
3B7,757
427,574

(3,442)
(3,442)

(10,260)
(10250)

39,917
374,055
413,972 3

3
225 225

3,145,746
21,475,529

(34414)
(7,710)

(20,687)

(8,345)
3,090,645

21 ,459,474

2,694,167
1 ,744,305
2,799,956 5,223

2,594,167
1,744,305
2,B05,185

Transmission 8. Distribution
340.00 Land 8. Land Rights
341.00 Structures & Improvements
342.00 Distribution Reservoirs 8; Standpipes
343.00 Transmission & Distribution
344.00 Fire Mains
345.00 Services
346.00 Meters
q4800 Hydrants

1.00 Other Transmission 81 Distribution
Subtotal Transmission 81 Distribu. 31 ,859,92B (42,124) (23,803) 31.794,001

(8,514)
(B2.674)

(9,000)

23,584

General _ Allocated Common Plant
38900 Land a. Land RighL*:
390,00 Structures & Improvements
391.00 Office Furniture and Equipment
391 . 10 Computer Equipment
392.00 Transportation Equipment
393,00 Stores Equipment
394.00 Tools, Shop, & Garage Equipment
39500 Laboratory Equipment
396,00 Power Operated Equipment
397.00 Communication Equipment
398.00 Miscellaneous Equipment

Subkntal General

681
467,707
238,820
272502
251 ,004

4.012
66,402
18,1 BE
18,803
9B,945
3B,S97

1,473,856 (52674l 6.070

S81
467.707
230,306
189.928
251 ,004

4,012
57,402
1 B,183
16_B03

122,529
35,697

1 .397,252

5 6  Add:

58 Less: Remove DoubleBuoked Advances
AFUDC Adjustment 3/95"

(4,12B,730)
(217,801)

(4,128,730)
217,801

|.
61
62
63

s s \ s s B3_603 s sTotal Plant in Service
Less: Accumulated Depreciation
Net Plant in Service (L59 - L 60)

s 50,919,880
4,993,898

_s 45,926,182

s (159,177)
25330

s r133.a47_l_ s s s S 53,503 s

s 217,801
52,460

165,341 _ 4 s

51,062,107
5,020,828

46,041,279

65
66
57

s s s s $ s s s s

t 973_438
27.385,370

1 _973,435
27,3B5,37069

70
71
12

17.289 17,289

4 5 5 &
Contributions in Aid of Canstructron (GIAC)

Less: Accumulated Amortization
Net CIAC (L25 . L26)

Aavanees in And of Construction (AIACI
Customer Deposits
Meter Advances
Deferrer Income Tax Credits

. 74 ADO
9 T5 Cash Working Capital Allowance

TS Prepayments
7? Supplies Inventory
78 Projected Capital Expenditures
79 Deferred Debits
80 Citizens Acquisition Adjustment
81 Original Cost Rate Ease

13.305599
s 29,555784 5 (133.8-WI s S $ s 83,603 s 165,341 s

(13305599)
s (13305,699) 15,665,182

1

to)



1

AGUA FRIA WATER SCHEDULE All-1ARIZQNA-AMERICAN WATER COMPANY, INC.

Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL OPERATING INCOME STATEMENT . TEST YEAR AND STAFF PROPOSED

[A] [B] [0] [E]

LINE
NO. DESCRIPTION

COMPANY
TEST YEAR
As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
As

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 5,846,076 $ $ 5,848,076 s (822,019) $ 5,024,057

4

1
2
3
4
5

REVENUES:
Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

339,961
6,186,037 $

339,961
s 6,186,037 s (822,019) s

339,961
5,364,018

OPERA TING EXPENSES.'
$ S (216,798) $ s $

73

415,526
382,700
501 ,887
10,523

207,685
36,793
66,131

415,526
382,700
601,887
10,523

207,685
36,793
66,131 go

348

8,729
(127,984)

30,666
(713,274)

632,324
382,700
601,814
10,523

198,956
164,777
35,465

713,274
8,614

25,840
8,614

25,840
8,614

25,840

33,390 16,342 49,732 49,732

Salaries 8. Wages -
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Supplies 8» Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

43,906
188,009

1,187,079
40,435

315,444
387.708

259,515
88,875
3,225

(20,670)
305,681

43,906
447,624

1 ,275,954
43,660

294,774
693,389 (317,290)

43,906
447,624

1 ,275,954
43,660

294,774
376,099

6
7

8
9
10
11
12
13

14
15
16
17

18
19

20
21

22

23
24

25
26
27
28

Total Operating Expenses
Operating Income (Loss)

$
$

4,970,258
1 ,215,779

$
$

(365,520)
365,520

$4,604,738
$ 1,581 ,299

$
$

(317,290)
(504,729)

$
$

4,287,448
1,076,570

1
1

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-t and DWC-2
Column [E]: Column [C] + Column [D]

5

(41)
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ARIZONA-AMERICAN WATER COMPANY, INC. - ANTHEM WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

VS
STAFF
RCND
VALUE

[5]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALUE

$ 9,629,285 $ 9,269,095 $ 9,449,190

$ 968,181 $ 968,181 $ 968,181

1 Adjusted Rate Base

2 Adjusted Operating Income/(Loss)

3 Current Rate of Return (L2 / LI ) 10.05% 10.45% 10.25%

4 Required Rate of Return 6.2% 6.5% 6.3%

5 $ 598,784 $ 598,784 $ 598,784

6 $

7

Required Operating Income (L4 x LI )

Operating Income Deficiency/(Excess) (L5 - L2)

Gross Revenue Conversion Factor

$ (369,397)

1.62863

(369,397) s (369,397)

1.62863 1.62863

8 Required Revenue Increase/(Decrease) (L7 x LE)

9 Adjusted Test Year Revenue

$ (501,614)

$ 4,010,805

(601,614) 8 (601,614)

$ 4,010,805 $ 4,010,805

$

10 $ 3,409,191 $ 3,409,191 $ 3,409,191

11 -15.00% -15.00% -15.00%

12

Proposed Annual Revenue (L8 + LE)

Required Increase/Decrease in Revenue (%)

'Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References :

Columns [A], [B], & [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3, & JMR-S8

EXHIBIT

's
"8,.S- 33

(43)
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1

Schedule DWC-2ARIZONA-AMERICAN WATER COMPANY, INC.. ANTHEM WATER
Docket No. WS~01303A-02.0867 et al.
Test Year Ended December 31 . 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

LINE
NO.

[A] [B] [C] [D]
DESCRIPTION

1
2
3
4
5
e

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor (Line 11)
Revenues (L1 - L2)
Combined Federal and Stale Tax Rate (Line 17)
Subtotal (La - LE)
Revenue Conversion Factor (LI / L5)

100.0000%
0.0000%

100.0000%
38.5989%
61 .4011 %
1 .628635

r ,
I

2:33

7
8
9

10
11

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (LQ x L10 )

100.0000%
38.5989%
61 .4011 %
0.0000%
0.0000%

Calculation of Effective Tax Rate:
12 Operating Income Before Taxes (Arizona Taxable Income)
13 Arizona State Income Tax Rate
14 Federal Taxable Income (L12 - L13)
15 Applicable Federal Income Tax Rate (Line 40)
16 Effective Federal Income Tax Rate (L14 x L15)
17 Combined Federal and State Income Tax Rate (L13 + L16)

100.0000%
6.9680%

93.0320%
34.0000%
31 ,630Q%
3B.5989%

,r

1

$
$

598,784
968,181

CB Required Operating Income (Schedule DWC-1, Col. [B], Line 5)
19 Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [C], Line 28)
20 Required Increase in Operating Income (L18 - L19) $ (369,397)

I
< 21

22
23

$
s

209,185
441 ,401

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col, [8]_ L39)
Required Increase in Revenue to Provide for Income Taxes (L21 -L22) s (232,216)

Fjf;

L
I  :

$ 3,409,191
0_0000%

$
$

24 Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
25 Uncollectible Rate (Line 10)
26 Uncollectible Expense on Recommended Revenue (L24 x L25)
27 Adjusted Test Year Uncollectible Expense
2B Required Increase in Revenue to Provide for Uncollectible Exp. (L2G - L27) $

29 Total Required Increase in Revenue (L20 + L23 + L28) $ (601,614)

Test Year

$
$
$
$
s

4,010,805
2,601 ,223

266,023
1 .143,559

6.9680%

STAFF
Recommended

$ 3,409,191
$ 2.601 ,223
$ 266,023
s 541 ,945

6.96BO%
$ s 37,763

30
31
32
33
34
35
36
37
38
39

s 1 ,063,876
34.0000%

79,683
$ 504, 1 B2

34.0000%

. . , ,

Calculation of Income Tax:
Revenue (Schedule AII-1, Col. [C]. Line 5 a. Sch. DWC-1, Col. [BL Line 10)
Operating Expenses Excluding Income Taxes .
Synchronized Interest (L43)
Arizona Taxable Income (L30 - L31 - L32)
Arizona State Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable Income (L33 - Las)
Federal Income Tax Rate
Federal Income Tax (L36 x L37)
Combined Federal and State Income Tax (L35 + L38)

$
$

351,718
441 ,401

s
s

171,422
209,185

g; 40 Applicable Federal Income Tax Rate (Col. [D], L38 - Col. [B], L38) I (Col. [C], L36 - Col. [A], L36) 34.0000%

$
r

41
42
43

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC~3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

9,269,095
2.87%

266,023

(44)



Schedule DWC-3ARIZONA-AMERICAN WATER COMPANY, INC. - ANTHEM WATER
Docket No. WS~01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL RATE BASE - ORIGINAL COST

[B]

LlNE
no.

[A]
COMPANY

As
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ A
B

as 41 ,428,654
2,087,919

$ 39,340,735 $

99,293 $
(1 ,430)

100,723 $

41 ,527,947
2,086,489

39,441 ,458

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

1 ,075,425 1,075,425

7 Advances in Aid of Construction (AIAC) 29,093,642 29,093,642

8 Customer Deposits
55
_gr

9 Meter Advances 3,296 3,296

10 Deferred Income Tax Credits

ADD:

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory -

14 Projected Capital Expenditures

15 Deferred Debits

16 Citizens Acquisition Adjustment 1 1,045,860 (11,045,860) C

17 Original Cost Rate Base $ 20,214,232 $ (10,945,137) $ 9,269,095

AdjUstments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column [B]: Staff Surrebuttal Schedule DWC-4
Column [C]: Column [A] + Column [B]

(45)



Plant . not used & useful
Plant . unidentified
Plant . mis-postec!
Plant - removed by previous decision
Post-Tesi Year Plant
Remove AFUDC Adj. 3/95
Remove Acfluisiiion Adjustment

ADJ #
1
2
3
4
5
6
7

References:
Per Staff Engineering Report
Per Staff Engineering Reports
Per Company Response to staff Data Request BKE 26-3
Per Decision No. 60172
Per Company Response in Staff Data Request DWC 12-2
Per Company Response to Staff Dara Request DWC 640 An aided
Per Carlson Direct Teslimonv

1

Schedule DWC4ARIZONA-AMERICAN WATER COMPANY. INC.. ANTHEM WATER
Docket Mn W5_01393A_g2,0557 el al.

ed December31, 2001

{AL SUMMARY oF ORIGINAL COST RATE BASE ADJUSTMENTS

LINE ACCT.
N  . DESCRIPTION

[Al
COMPANY
As FILED

[5]
Plant-not used

ADJ #1

ICI
Piano-unidentified

ADJ #2

[D]
Plant Mis-Posted

ADJ #3

[E]
Plant Prov. Dec.

ADJ #4

[FJ
Post-TY PL

ADJ #5

[G]
AFUDC Adj.

ADJ #B

[H]
Acquisition Adj

ADJ #7

W
STAFF

ADJUSTED

Leave Blank Leave Blank Leave Blank Leave Blank

s s s s s s s s s
3,827,476 3,827,475

p1_.A~T /N SERVICE:
Intangible

301.90 Drganizaikm
302.00 Franchises
303,00 Miscellaneous Intangibles

Subtotal Intangible 3,827,476 3,527,476

118,894

10

Source of Sunotv
310.00 Land & Land Rights
311.00 Structures & Improvements
312.00 Collecting & impounding Reservoirs
313.00 Lakes. Rivers. Other Snakes
314.00 Wells and Springs

Subtotal Source of Supply

5,000
93,281

370,979
394,971
461,497

1 _a25,72s 118,894

5,ooo
212,175
370,979
394,971
461 .497

1,444,622

17
20,000

2,067,B7B (10,000)
20,000

2,057,878

9,609,435 (998) 9,608,437

Pumninq
320.00 Larry & Land Right
321.00 structures & Improvements
323.00 Other Power Production
325.00 Electric Pumping Equipment
326.00 Diesel Pumping Equipment
328.10 Gas Engine Pumping Equipment

SubiaiaI Pumping
1.476

11,698,789 (10,998)
1,476

1 t,G57,791

Water Treatment
330.00 Land & Land Rights
331.00 Structures a Improvements
332.00 Water Treatment Equipment

Subtotal Water Treatment

534,556
4,375,805
5,010,161

2,944
2,944

634,556
4,378,549
5,013.1 O5

'Q

1 5 . 3 a

18,469
1 _B68,969

15,471 ,434
18,489

1,866,969
1s,45e,070

773,445
411 ,Isa
81B,593

CB

773,445
41 1 ,ass
618,693

Transmission 81 Distribution
340.00 Land & Land Rights
341.00 Structures & Improvements
342.00 Distribution Reservoirs & Standpipes
343.00 Transmission & Distribution
344.00 Fire Mains
345.00 Services
346.00 Meters
348.00 Hydrants

.9.00 Other Transmission & Distribution
Subtotal Transmission & Distribu. 19,144,904 15,364 19,160,268

45 (2,147)
(20,781)

47 (1,028)

General - Allocated Common Plan!
389.00 Land & Land Right
390.00 Structures a Improvements
391.00 Office Furniture and Equipment
391,10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
394.00 Tools. Shop. 8 Garage Equipment
395.00 Laboratory Equipment
396.00 Power Operated Equipment
397.00 Communication Equipment
398.00 Miscellaneous Equipment

Subtotal General

171
1 17,575
$0,022
al ,095
91 ,290
1 ,009

19,430
7,071
6,724

27,473
9,7za

421,596

(5,000)

(450)
<2.50°)
4 .995

(20,781 ) (6,130)

171
117,575
57,B75
60,314
90270
1,009

14,430
6,621
4,224

32,465
9,72B

394,685

58 Add!

58 Less:

s s s s s s 120,074 s s sG1

GO

GO

Total Plant in Service
Less: Accumulated Depreciation
Net Plant In Service (L59 - L 60) s

41,425,554
2,0B7,919

39,340,735 s

(20,7B1)
1,430

(19354 s s s 120.074 s s s

41,527,947
2,055,489

39441 ,458

65
65
67

s s s $ s s s s s

1 ,075,425
29,093,642

1 ,075,425
29,093,542

3.296 3,296

69
70
71
72

LESS:
Contributions in Aid of Conslrucfion (CIAC)

Less; Accumulated Amortization
Net cIrc (L25 L26)

Advances in Aid et Conslrucvjon (AIAC)
Customer Deposits
Meter Advances
Defered Income Tax Credits

74
i s
76
77
7a
79
to
81

ADD:
Cash Worsting Capital Allowance
Prepayments
Supplies Inventory
Projected Capital Expenditures
Deferred Debits
Citizens Acquisition Adjustment
Original Cost Rate Base s

11 ,045,B60
20,214,232 - l_1.93§1)- s s s s 120.074 §

(11 ,045,860)
s (11,045,8S0) s 9,269,095

(AIH
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SCHEDULE All-1ARIZONA-AMERICAN WATER COMPANY, 1N€. - ANTHEM WATER
Docket No. WS-01303A--2-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL OPERATING INCOME STATEMENT - TEST YEAR AND STAFF PROPOSED

[A] [8] [D] [E]

/
§;§:,;

LINE
no. DESCRIPTION

COMPANY
TEST YEAR
As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
As

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 2,060,418 $ $2,060,418 $ (601,614) $ 1,458,804
v
i s

1
2
3
4
5

REVENUES:
Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

1 ,950,387
4,010,805 $

1,950,387
$4_010,805 $ (601 ,614) $

1,950,387
3,409,191

OPERA TING EXPENSES.-
$ $ $ $ $

\l,;I;,..
»  -

(213,100)
(39,000)

(2)
(16,997)

372,209
172,055
264,487
78,285

130,909
15,168
19,830

372,209
172,055
264,487
78,285

130,909
15,168
19,830 8

(59,408)
(7,309)

(472,080)
i

585,309
21 1 ,055
264,489
95,282

130,909
74,576
27,139

472,080
1 ,193

18,568
1,193

18,568
1,193

18,568

L 17,095 35,851 52,946 52,946

r

f

E

I
I
I
L

Salaries & Wages
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Supplies & Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
Insurance - Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

26,471
172,138
912,306
31,169

225,131
168,318

151,989
(39,1 13)
47,302

(51,820)
273,083

26,471
324,127
873,193
78,471

173,31 1
441 ,401

26,471
324,127
873,193
78,471

173,31 1
209,185(232,215)

~r=l

6
7
8
9
10
11
12
13
14
15
16
17
18

19
20

21
22
23
24
25
26
27
28

Total Operating Expenses
Operating Income (Loss)

$
s

3,433,228
577,577

$
$

(390,604)
390,604

$3,042,624
$ 968,181

$
$

(232,216)
(369,398)

$
$

2,810,408
598,783

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]
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ARIZONA-AMERICAN WATER COMPANY, INC. - ANTHEM/AGUA FRIA WASTEWATER
Docket No. WS-01303A-02~0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-1

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

Vu
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALUE

$ 2,790,224 $ 2,731,868 $ 2,761,046

$ 226,780 $ 226,780 $ 226,780

1 Adjusted Rate Base

2 Adjusted Operating Income/(Loss)

3 Current Rate of Return (L2 / LI ) 8.13% 8.30% 8.21%

4 Required Rate of Return 6.3% 6.5% 8.4%

5 $ 176,479 $ 176,479 $ 176,479
F58

6 $ (50,301)

1 .62863

$

7

Required Operating Income (L4 x L1 )

Operating Income Deficiency/(Excess) (L5 - LE)

Gross Revenue Conversion Factor

(50,301) $

1.62863

(50,301)

1 .62863

$ $8 Required Revenue Increase/(Decrease) (L7 x LE)

9 Adjusted Test Year Revenue

(81,922)

$ 1,866,546 $

(81,922) $ (81,922)

1,866,546 $ 1,866,546

$ 1,784,624 $ 1,784,624 $ 1,784,62410 Proposed Annual Revenue (L8 + LE)

11 Required Increase/Decrease in Revenue (%) -4.39% -4.39% -4.39%

12 Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References:

Columns [AL [BL & [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3, a. JMR~S8

1 [3 Exl-llsITEXHIBIT

5-34
(49)
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ARIZONA-AMERICAN WATER COMPANY, INC.. ANTHEM/AGUA FRIA WASTEWATER
Docket ND. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule DWC-2

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

LINE
no .

[A] [B] [C] [D]
.DESCRHDTION

fem

i +

r'

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollecibke Factor (Line 11)
Revenues (LI - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (La - L4)
Revenue Conversion Factor (LI / L5)

100.0000%
0.0000%

100.0000%
38.5989%
61 .401 1%
1.628635

7
8
9
10
11

Calculation of Uncollecttible Factor
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - L8 )
Uncollectible Rate
Uncollectible Factor (LE x L10 )

100.0000°/u
38.5989%
61 .4011 %

0.0000%
0.0000%

a

12
13
14
15
15
17

Calculation of Effective Tax Rate:
Operating income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 + L16)

10000000%
6.9680%

93.0320%
34.0000°/a
31 .6309%
38.5989%

$
$

176,479
226,780

18
19

20

Required Operating Income (Schedule DWC-1, COL [B], Line 5)
Adjusted Test Year Operating Income (Loss) (Sch All-1 , Col. [C], Line 28)
Required Increase in Operating Income (L1B - L19) $ (50,301)

r

4iz

21
z2
23

$
$

61,653
93,274

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col, [B], L39)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ (31 ,621)

(

$ 1 ,784,624
0.0000%

$
$

24
25
26
27
28

Recommended Revenue Requirement (Schedule DWC-1, Col. [B], Line 10)
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 x L25)
Adjusted Tea! Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp. (L25 L27) $

r

29 Total Required Increase in Revenue (L20 -* L23 + L28) $ (al ,922)l

I

Test Year

s
$
$
s

1 ,866,546
1 ,546,492

78,405
241 ,649
6.9680%

s

STAFF
Recommended

s 1 ,784,624
$ 1 ,546,492
s 78,405
$ 159,727

6.9680%
s s 11,130

30
31
32
33
34
35
36
37
38
39

$ 224,811
34.0000%

16,838
$ 148,597

34.0000%

,-; r
t

Calculation of Income Tax:

Revenue (Schedule All-1, Col. [C], Line 5 & Sch. DWC-1, Col. [B], Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L43)
Arizona Taxable Income (Lao - L31 - L32)
Arizona State Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal Income Tax Rate
Federal Income Tax (Las x L37)
Combined Federal and State Income Tax (Las + L38)

s
$

76,436
93,274

$
$

50 v523
61 ,653

40 Applicable Federal Income Tax Rate (Col. [DL L38 . Col. [BL L38)/ (Col. ICI- L36 - Col. [A]_ L36) 34.0000%

$

r
F

41
42
43

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

2,731 ,868
2.87%

78,405

1

L

(50)



Schedule DWC-3ARIZONA-AMERICAN WATERCOMPANY, INC. - ANTHEM/AGUA FRIA WASTEWATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

I

SURREBUTTAL RATE BASE - ORIGINAL COST

[B]

LINE
no.

[A]
COMPANY

As
FILED

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

$ $1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

A
B

$ 23,053,41 1
789,221

$ 22,264,190 $

(16,142)
(1,114)

(15,028) $

23,037,269
788,107

22,249,162

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ s 58

472,196 472,196

7 Advances in Aid of Construction (AIAC) 19,045,098 19,045,098

8 Customer Deposits

9 Meter Advances

10 Deferred Income Tax Credits

ADD:

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory n

14 Projected Capital Expenditures

15 Deferred Debits

16 Tolleson Trickling Filter

16 Citizens Acquisition Adjustment 6,134,972 (6,134,972) C

17 Original Cost Rate Base $ 8,881,868 $ (6,150,000) $ 2,731 ,868

Adiustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4

References:
Column [A]: Company Schedule B-1
Column [B]: Staff Surrebuttal Schedule DWC-4
Column [C]: Column [A] + Column [B]

(51)



Plant - not used & useful
Plant - unidentified
Plan! . mis-posted
Plant - removed by previous decision
Post-Tesl Year Plant
Remove AFUDC Adj. 3/95
Remove Acquisition Adjustment

References:
Per Staff Engineering Repent
Per Staff Engineellng Reports
Per Company Response to Staff Data Request BKB 26-3
Per Decision No. 60172
Per Company Response to Staff Data Request DWC 12-2
Per Company Response to Staff Data Request DWC 6-10 Amended
Per Carlson Direct Testimony

ADJ al
1
2
3
4
5
s
7

I

ARIZONA-AMERICAN WATER COMPANY, INC.. ANTHEWAGUA FRIA WASTEWATER
DGCV `.01303A-02-0857 el al.
Test I December 31, 2001

Schedule DWC»4

5URRE§aJfTAL SUMMARY oF ORIGINAL cosT RATE BASE ADJUSTMENTS

LINE
no .

ACCT.
NO. DESCRIPTION

[A]
COMPANY
As FILED

[8]
Plant-not used

ADJ #1

IC]
Flank~unideniiBed

ADJ #2

[D]
Plan\ Mis-Posted

ADJ #3

[E]
Plant Prov. Dec.

ADJ #4

IF]
Post~Ty Pl.

ADJ #5

[G]
AFUDC Adj.

ADJ #6

rHo
Acquisition Adj

ADJ #7

[I]
STAFF

ADJUSTED

Leave Blank Leave Blank Leave Blank Leave Blank

s s s s s s s s s
251,328 251 ,928

[

PLANT IN SERVICE
\n!anuible

301.00 Organization
30200 Franchises
303.00 Miscellaneous intangibles

supremal Intangible 251 ,928 251,928

336,560 338,560

823,719 823,719

v .

l :Ti

'2'1

2.062,401
8,731 ,796

a91,77e
813.269

2,062,401
8,731 ,796

B91 ,77G
813,269

Treatment and Discharge
310.00 Land & Land Rights
311.00 Structures & Improvements
312.00 Preliminary Treatment
31300 Primary Treatment Eauipment
314.00 Secondary Treatment Equipment
315.00 Tertiary Equipment
316.00 Disfection Equipment
a17,00 Effluent Lift Station E
318_00 Outfall Line
319.00 Sludge. Treatment & Distribution
321 .00 Influent Lift Station
322.00 General Treatment Equipment

Subtotal Treatment & Discharge

5.000
88,108

13,752.629

1 .208
2,453
3.671

6.208
90,571

13,756,300

42:1-
H- l i

4.940

r

1

2

3

4

5

5

1

a

9

10

11

12

13

14

i s

i s

17

18

20

13

14

i s

i s

17

CB

l g

2 0

140,048
7,425,125

1,91a
1,170,937

144,988
7,425,125

1.918
1,170,937

Collection and lnlluent
240.00 Land & Land Rights
34100 Structures & improvements
a4z.oo Collection System Lift
343.00 Collection Mains
344.00 Force Mains
345.00 Discharge Services
348.00 Manholes

subtotal collection Ana influent 38,738,028 4.940 B,742,968
- e

w

(4,200)
1 ,379

(2,842)
(16,174)

21
22

.23
42
43
44
45
46
47
48
or (5,227)

(1,727)

4,038

General . Allocated Common Plant
389.00 Land a Land Rights
390.00 Structures a. Improvements
391.00 Office Furniture and Equipment
391.10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
'94.00 Tools, Shop. 8 Garage Equipment

»5.00 Laboratory Equipment
96.00 Power Operated Equipment

397.00 Communication Equipment
398.00 Miscellaneous Equipment

Subtotal General

4.333
91 ,499
46,755
69,974
49,105

785
16,457

5.284
3.288

15,776
7,570

310,526 46,1741 (B,579)

133
92,878
43,913
53.800
49,105

7B5
11,230
3,557
3,255

19,B14
7,570

286,073

l
I

¢

5
52
53
54
55
56
57

Add:

451

s s s s s s 32 s s s

s

23,053,411
759,221

22.264,190 s

(16,174)
1,114

115 060) s s s s 32 8 s s

23,037,269
788,107

22,249,162

_

s s s s s s s s

412,196
19,045,098

472,196
19,045,098

58 Less :
59
60
61 Total Plant In Service
oz Less: Accumulated Depreciation
63 Net Plant in Service (L59 - L 60)

64
65 LESS;
66 Contributions in Aid of Construction (CIAC)
67 Less: Accumulated Amortization
ea Net CIAC (L25 _ L2sl
69 Advances in Aid of Constmcticm (AIAC)
70 Customer Deposits
71 Meter Advances
72 Defered Income Tax Credits
73
74 ADD:
75 Cash Working Capital Allowance
76 Prepayments
77 Supplies Inventory
7a Projected Capital Expenditures
79 Deferred Debits
80 Tolleson Trickling Flltef
81 Citizens Acquisition Adjustment
82 Original Cost Rate Base s

s,134,972
8,881 .868 s f15060} _ s s s 32 s

{8,134,972l
_s (6,134,972l s 2.731 _Asa

I

J

I

1

1

If!

(52)



ARIZONA-AMERICAN WATER COMPANY, INC..

Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

ANTHEM/AGUA FRIA WASTEWATER Schedule AII~1

SURREBUTTAL OPERATING INCOME STATEMENT - TEST YEAR AND STAFF PROPOSED

[A] IB] [D] [E]

LINE
no. DESCRIPTION

COMPANY
TEST YEAR
As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
As

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 880,474 $ $ 880,474 $ (81,922) $ 798,552

REVENUES:
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues
Total Operating Revenues $

986,072
1 ,866,546 S

986,072
$ 1,866,546 $ (81,922) $

986,072
1 ,784,624

OPERA T/NG EXPENSES.'
$ 317,956

19,925
5,714

s (178,644)

55

$ 139,312
19,925

5,769

$ $ 139,312
19,925
5,769

(1,053) (1,053)
1,053

44,525
25,154

(1,053)
1,053

44,525
25,154

go8

72,565
26,544

287,577

1,053
(28,040)
(1,390)

(287,577)

8,308 9,6391,331

5,273(3,612)

9,639

1,661 1,661

12,319
241,357
876,022

17,520
121,472
(87,213)

67,299
(1 1 ,42s)
(4,073)

(19,980)
180,487

12,319
308,656
864,594

13,447
101,492
93,274 (31,621)

12,319
308,656
864,594
13,447

101,492
61,653

Salaries 8. Wages
Purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Repairs & Maintenance
Office Supplies & Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
Insurance - General Liability
insurance -Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax
Tolleson Wastewater User Fees

1
2
3
4
5
6
7
8
9

1o
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Total Operating Expenses
Operating Income (Loss)

$
$

1,915,401
(48,855)

$
$

(275,635)
275,635

$1,639,766
$ 226,780

$
$

(31,621)
(50,301 )

$
$

1,608,145
176,479

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]:_Column [C] + Column [D]

(53)
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In
1-

/.

Schedule DWC-1ARIZONA-AMERICAN WATER COMPANY, INC. - TUBAC WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL REVENUE REQUIREMENT

LINE
no. DESCRIPTION

VS
STAFF
RCND
VALUE

[B]
STAFF

ORIGINAL
COST

[C]
STAFF
FAIR

VALU E

1 Adjusted Rate Base $ 1,734,478 $ 1,127,661 $ 1,431,070

2 Adjusted Operating Income/(Loss) $ 20,398 $ 20,398 $ 20,398

3 Current Rate of Return (LE / L1) 1.18% 1.81% 1 .43%

4 Required Rate of Return 4.2% 6.5% 5.1%

5 Required Operating Income (L4 x LI ) $ 72,847 $ 72,847 $ 72,847

6 Operating Income Deficiency/(Excess) (L5 - L2) $ 52,449 $ 52,449 $ 52,449

7 Gross Revenue Conversion Factor 1 .62863 1 .62863 1 .62863

1.

\

1 8 Required Revenue Increase/(Decrease) (L7 x Le) $ 85,420 $ 85,420 $ 85,420

9 Adjusted Test Year Revenue $ 254,486 $ 254,486 $ 254,486

10 Proposed Annual Revenue (L8 + LE) $ 339,906 $ 339,906 $ 339,906
L-

11 Required Increase/Decrease in Revenue (%) 33.57% 33.57% 33.57%

12 Rate of Return on Common Equity (%) 9.0% 9.0% 9.0%

References :

Columns [A], [B], & [C]: Staff Surrebuttal Schedules All-1, DWC-2, DWC-3, & JMR-S8

i

EXHIBIT
r
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Schedule DWC-2ARIZONA-AMER\CAN WATER COMPANY, INC.. TUBAC WATER
Docket No. WS-01303A~02-0867 et al.
Test Year Ended December 31, 2001

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR

[A] [B] [C] [D]LINE
NO. DESCRIPT}ON

r

VJ?

M

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor (Line 11)
Revenues (L1 - L2)
Combined Federal and State Tax Rate (Line 17)
Subtotal (LE - L4)
Revenue Conversion Factor (L1 / L5)

100.0000%
0.0000%

100,0000%
38.5989%
61 .4011 %
1 .628635

7
8
9
10
11

Calculation of Uncollecttible Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 . LB )
Uncollectible Rate ,
Uncollectible Factor (LQ x L10 )

100.0000%
38.5989%
61 .4011 %
0.0000%
0.0000%

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 40)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 + L16)

1000000%
6.9680%

93.0320%
34.0000%
31 .6309%
38.5989%

| .

:
z ._
LV

18
19
20

$
$

72,847
20,398

Required Operating income (Schedule DWC-1, Col. [B], Line 5)
Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col. [C], Line 28)
Required Increase in Operating Income (L18 - L19) $ 52,449

l

$
$

25,449
(7,522)

r
l

21
22
23

Income Taxes on Recommended Revenue (Col. [D], L39)
Income Taxes on Test Year Revenue (Col. [B], L39)
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ 32,971

$ 339,906
0.0000%

.

l

. $
$

24 Recommended Revenue Requirement (Schedule DWC-1, Col. {B], Line 10)
25 Uncollectible Rate (Line 10)
26 Uncollectible Expense on Recommended Revenue (L24 x L25)
27 Adjusted Test Year Uruoollectible Expense
28 Required Increase in Revenue to Provide for Uncollectible Exp. (L26 - L27) $

>
29 Total Required Increase in Revenue (L20 + L23 + L28) $ 85,420

Test Year

$
$
$
$

$
254,486
241 .610
32,364

(19,488)
6.9680%

STAFF
Recommended

$ 339,905
s 241 ,510
$ 32,364
$ . 65,932

69680%
$ (1 ,358)

$
$ 4,594

30
a l
32
33
34
35
36
37
38
39

$ (18,130)
34.0000%

61 ,338
34.0000%

1
r

Calculation of Income Tax:

Revenue (Schedule All-1, Col, [C], Line 5 8- Sch. DWC-1, Col. [B], Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L43)
Arizona Taxable Income (L30 - L31 . L32)
Arizona State Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal Income Tax Rate
Federai Income Tax (L36 x L37)
Combined Federal and State Income Tax (L35 + L38)

$
$

(6,164)
(7,522)

$
$

20,855
25,449

1

r
40 Applicable Federal Income Tax Rate (Col. [DL L38 - Col, [B]. L38)/ (Col. [CL L38 - Col. IAN L36) 34.0000%

$41
42
43

Calculation of Interest Svnchronization:
Rate Base (Schedule DWC-3, Col. [C], Line 17)
Weighted Average Cost of Debt
Synchronized Interest (L41 x L42) $

1 v127,661
287%

32,364

(56)
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ARIZONA-AMERICAN WATER COMPANY, INC. - TUBAC WATER
Docket No. WS-01303A-02-0867 et al.
Test Year Ended December 31 , 2001

Schedule DWC-3

SURREBUTTAL RATE BASE I ORIGINAL COST

[B]

LINE

[A]
COMPANY

As
FILEDNO.

STAFF
ADJUSTMENTS ADJ

[C]
STAFF

As
ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $ A
B

$

$

1 ,968,840
569,484

1 ,399,356 $

41 ,224
(1,427)
42,651 $

2,010,064
568,057

1 ,442,007

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ up

-

-

$ Q

i

143,675 143,675

7 Advances in Aid of Construction (AIAC) 170,081 - 170,081

8 Customer Deposits 590 590

9 Meter Advances Q Q Q

iI"I
i
\

X v " V

\ .
10 Deferred Income Tax Credits -

ADD.-

11 Cash Working Capital - -

|
r 12 Prepayments In

- Q

I
I

13 Supplies Inventory - Q

14 Projected Capital Expenditures - Q

15 Deferred Debits an Q
-

16 Citizens Acquisition Adjustment 531,184 (531,184) C Q

17 Original Cost Rate Base $ 1,616,194 $ (488,533) $ 1,127,661

|.

in

/

Adjustments:
A. Per plant adjustments on Surrebuttal Schedule DWC-4
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4
C. Per acquisition adjustment on Surrebuttal Sehedule DWC-4

References:
Column [A]:
Column [B]:
Column [C]:

Company Schedule B-1
Staff Surrebuttal Schedule DWC-4
Column [A] + Column [B]

(57)



Plant - not used a useful
Plant - unidentified
Plant - mis~posted
Plant . removed by previous decision
Post-Test year Plant
Remove AFUDC Adj. 3/95
Remove Acnuisiticn Adiustmenl

References:
Per Staff Engineering Reports.
Per Staff Engineering Reports.
Per Company Response lo Staff Data Request BKB 26-3.
Per Decision No. 60172.
Per Company Response to Staff Data Request DWC 12-2
Per Company Response to Staff Data Request DWC 6-10 Amended
Per Carlson Direct Testimonv

ADJ #
1
2
3
4
5
s
7

»

»

*
4.

ARIZONA-AMERICAN WATER COMPANY, INC_ . TUBAC WATER
Docket No. WS-01303A-02-0857 ex al.
Test Y» .. *e¢ December 31, 2001

Schedule DWC-4

SUI AL SUMMARY oF ORIGINAL COST RATE BASE ADJUSTMENTS

[A]
COMPANY
As FILED

18]
Plane-not used

ADJ #1

IC]
Plant-unidentihed

ADJ #2

ID]
Plant Mis-Posted

ADJ #3

[El
Plant Prov. Dec.

ADJ #4

IF]
Post-TY Pl.

ADJ #5

[G]
AFUDC Adj.

ADJ#5

[H]
Acquisition Adj

ADJ #7

m
STAFF

ADJUSTED
LINE
no.

ACCT.
NO. DESCRIPTION

Leave Blank Leave Blank Leave Blank

x 557
2,030

s s $ s s s s s 567
2,030

PLANTIN SERVICE:
lrllamible

301.00 Organization
302,00 Franchises
303.00 Miscellaneous intangibles

subtotal Intangible 2,597 2,597

1
2
3
4
5
5
7
a
9

10

20,414
20,492

20,414
20,492

»

Source of Suooly
310.00 Land & Land Rights
311.00 Structures & Improvements
312.00 Collecting & impounding Reservoirs
313.00 Lakes. Rivers, Other Intakes
314.00 Wells and Springs

Subtotal Source of Supply

116.034
156,940

(1,524)
(1 .e24)

114,410
155,318

50
14,soa 234

50
14,842

26,375244,199
879

42,994
302,730

P  m i
320.00 Land & Land Rights
321.00 Structures & Imprcvemenvs
323.00 Other Power Production
325.00 Electric Pumping Equipment
3zfs0o Diesel Pumping Equipment
328.10 Gas Engine Pumping Equipment

Subroiai Pumping 26,609

270,574
879

42,994
329,339

50 50
Water Treatment

330.00 Land & Land Rights
331.09 Structures & Improvements
332.00 Water Treatment Equipment

Submtal Water Treatment

505
555

505
555

539
15s

142.420
921 ,147 18,020

sos
156

142,420
939,167

L*

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
25
27
2B
29
30
31
32
33
34
35
36
37
ea

272.942
87,950
24,189

272,942
a7,9s0
24,1 BE

( 4
< 4  j ,
a_.. "

Transmission & Dlstdbulion
340.00 Land a. Land Rights
341 .00 Structures 8- lmprovemaits
342.00 Distribution Reservoirs a. Standpipes
343.00 Transmission & Distribution
344.00 File M801$
345.00 Services
348.00 Meets
34000 Hydrants
"; 's.o0 Other Transmission Q, QIstrib\.IHon

Subantal Transmission 0 oisuinu. 1 ,449,343 1 B,020 1 ,467,353

4
|

\

(563)
(3,138)

a l

BE

26
17,767
9,093

13.194
9,535

152
2,181

691
638

3,763
1,470

58,510

26
17,767
8,530

10,a56
9,535

152
2,181

G91
638

3,84a
1 ,470

54,894

General - Allocated Common Plan!
3B9.00 Land & Land Rights
390.00 Structures & Improvements
391.00 Office Furniture and Equipment
391 .10 Computer Equipment
392.00 Transportation Equipment
393.00 Stores Equipment
394.00 Tools, Shop, & Garage Equipment
395.00 Laboratory Equipment
396.00 Power Operated Equipment
397.00 Communication Equipment
398.00 Miscellaneous Equipment

Subtotal General (3,138) (478)

SQ.
4x~
42
43
44
45
45
47
4B
49
50
51
52
53
54
55
5B
57

Add:

AFUDC Adjustment 3/95" (1,835) 1,835

s s s s s s 44,151 s s s

.s

1 ,9es.840
569,484

1399,356

(4,762)
1,840

s (2_922)_ 5 s S E; 44,151 s

1,835
413

1,422 s $

2,010,064
568,057

1 ,442,007

s s s s s s s s s

143,675
170,081

590

143,675
170.081

590

r».

so Less:
59
SD
61 Total Plant In Service
et Less: Accumulated Depreciation
63 Net Plant in Service (L59 - L 60)

64
as LESS:
Se Contributions in Aid of Construction (GIAC)
67 Less: Accumulated Amortization
58 Net CIAC (L25 - L26)
69 Advances in Aid of Construction (AIAC)
70 Customer Deposits
11 Meter Advances
12 Deferred Income Tax Credits
73
74
75
76
77
l a
79
80
BI

ADD:
Cash Working Capital Allowance
Prepayments
Supplies Inventory
Projected Capital Expenditures
Deferred Debits
Citizens Acquisition Adjustment
Original Cost Rate Base s

531,184
1,616,194 s (2,922) s s s s 44,151 $ 1 ,422 s

(531,184)
(531,184)

$ __
1,127.661
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ARIZONA-AMERICAN WATER COMPANY, INC.. TUBAC WATER

Docket No. WS~01303A-02-0867 et al.
Test Year Ended December 31, 2001

Schedule AH-1

SURREBUTTAL OPERATING INCOME STATEMENT - TEST YEAR AND STAFF PROPOSED

[A] [B] [D] [E]

LINE
no. DESCRIPTION

COMPANY
TEST YEAR

As FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

l $ 251,795 $ $ 251,795 $ 85,420 $ 337,215
i

REVENUES.-
Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $

2,691
254,486 $ $

2,691
254,486 $ 85,420 $

2,691
339,906

OPERA TING EXPENSES.-
s 77,690 $ (17,461) $ 60,229 $ $ 60,229

4 20,771
16

18,029
9,145

12,759

20,771
16

18,029
9,145

12,759

20,767
16

18,029
19,965
10,516
38,653
1,420
3,454

(10,820)
2,243

(38,653)
1 ,420
3,454

1 ,420
3,454

3,428 (1,285) 2,143 2,143I
,/~
Il
C .

11

1

!

s

Salaries 8. Wages
Purchased Water
Purchased Pumping Power
Chemicals
Repairs & Maintenance
Office Supplies & Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expense
insurance - General Liability
insurance - Health and Life
Regulatory Comm. Exp. - Rate Case
Miscellaneous Operating Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
Income Tax

22,707
(1,837)
21 ,474
(3,171)
20,983

1,680
7,022

37,208
4,809

23,752
(28,505)

1,680
29,729
35,371
26,283
20,581
(7,522) 32,971

1,680
29,729
35,371
26,283
20,581
25,449

I

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

Total Operating Expenses
Operating Income (Loss)

$
s

239,904
14,582

$
$

(5,816)
5,816

$
S

234,088
20,398

$
$

32,971
52,449

$
$

267,059
72,847

References:
Column [A]: Company Schedule C-1
Column [B]: Surrebuttal Schedule All-2
Column [C]: Column [A] + Column [B]
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2
Column [E]: Column [C] + Column [D]

r

R.

(59)
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EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY, INC.

DOCKET no. WS-01303-02-0-67 ET AL.

|

On November 22 and December 13, 2002, Arizona-American Water Company, Inc. ("AWWC"
or "Company") filed general rate applications for five of its districts that included seven water
systems and three wastewater systems. AAWC provides potable water, initiation water, and
wastewater services to approximately 115,000 customers in Arizona. The testimony of Mr.
Dennis R. Rogers presents Staffs recommended rate designs for each of the seven water and
three wastewater systems.

Water
All of the present water system rate designs are based on minimum monthly charges that
increase by meter size. Four systems have a separate customer class for private fire protection
and one system has a separate initiation class. Five systems 4. `lude no gallons in the minimum
charge, one system includes 1,000 gallons, and one system includes 1,000 gallons for some
customers and 2,000 gallons for others. Three systems have flat commodity rates and four
systems have an inverted two-tier commodity rate structure with a break over point between tiers
at 8,000 gallons. One system has summer and winter rates. In two systems multi-unit housing
customers are billed a monthly minimum charge equal to the monthly minimum charge for a 5/8
x 3/4 -inch meter times the number of housing units. The multi-unit rates are the subject of
customer complaints.

AWWC proposes to increase rates uniformly so that all customers for a particular water system,
regardless of class or use, receive the same percentage increase in their monthly bill. The
Company also proposes a two-step phase in of its proposed rates to mitigate the impact of its
proposed revenue increase. Phase one would become effective immediately following a
Commission decision and phase two, 12 months later. The first phase increase would be the
lesser of the total proposed increase or 40 percent over current rates. For those systems with
proposed increases exceeding 40 percent, the phase two increase would be for the balance.
AWWC proposed a low income tariff for two systems.

Staff recommends an inverted three-tier commodity rate smcture with monthly minimum

charges that increase by meter size and no gallons included. Staff" s rate design recognizes the
growing importance of managing water as a finite resource and promotes a reduction in average
use in the long term. Staff' s rate structure provides a low income assistance benefit to customers
that limit consumption. The two-step phase in of rates is unnecessary with Staffs substantially
lower recommended revenue requirement for each system. Staffs three~tier rate structure
renders seasonal rates unnecessary. The 5/8" meter median monthly residential bills and dollar
and percent changeby water system are as follows:

Sun City Water: Median Residential Bill is $13.22, an increase of $3.11 , (30.81 percent)

Sun City West Water: Median ResidenNal Bil1 is $12.05, an increase of $1 .47, (13.94 percent)

Mohave Water: Median Residential Bill is $14.20, a decrease of $3.33, (19.00 percent)

Havasu Water: Median Residential Bill is $13.69, a decrease of $1.99, (12.69 percent)



Anthem Water: Median Residential Bill is $18.93, a decrease of$l 1.07, (36.90 percent)
J

Agua Fria Water: Median Residential Bill is $15.12, a decrease ofS3.T8. t*0.00 percent)

Tubae Water: Median Residential Bill is $38.92, an increase of $10.29. ( `~5.9-1. percent)

Wastewater
In the present rates, all three wastewater systems have separate classes for Residential,
Commercial, and Large Commercial customers. Each customer class in each' system has its own
flat monthly rate. In addition to the flat monthly rate, some customers pay a volumetric rate
based on water use. in addition, there are flat monthly fees applicable to certain commercial
customers for additional toilets, dishwashers, garbage grinders, washing machines and wash
racks, and annual fees for industrial discharge.

AAWC proposes to increase the rates uniformly so that all customers for a particular wastewater
system regardless of class receive the same percentage increase in their monthly bill. A
uniform increase would be accomplished by increasing the existing applicable flat monthly
charges for each customer class by the same percentage and, also, increasing the applicable
volumetric rates by that same percentage.

Staff recommends maintaining the existing rate structure and adjusting rates uniformly to
generate Staffs recommended revenue requirement. The median monthly residential bills and
dollar and percent change by wastewater system are as follows:

Sun City Waste Water: Median Residential Bill is $10.82, a decrease of $2.05 (l5.93 percent)

Sun City West Wastewater: Median Residential Bill is $21.48, an increase of $5.24 (32.27 percent)

Anthem/Agua Fria Wastewater: Median Residential Bill is $27.53, a decrease of $2.47 (8.23 percent)



Direct Testimony of Dennis R. Rogers
Docket Nos. WS-01303A-02-0867 et al.
Page 1

I

1 INTRODUCTION

2 Q. Please state your name, occupation and business address for the record.

3 A.

4

5

My name is Dennis R. Rogers. I am a Public Utilities Analyst W employed by the

Arizona Corporation Commission ("Commission") in the Utilities Division ("Start"). My

business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6 \

7 Q- Please provide a brief description of your responsibilities as a Public Utilities Analyst

8 I v .

9 A.

10

11

I examine and analyze accounting, finance, statistical, and other information and prepare

reports based on my analyses that present Staffs recommendations to the Commission on

utility revenue requirement, financing, rate design, and other matters.

12

13 Q- Please describe your educational background and professional experience.

14 A. I received a Bachelor of Business Administration with an emphasis in Accounting firm

15 Arizona State University.

16

17

18

I have participated in multiple rate, financing, and other regulatory proceedings including

the unbundling of rates for an electric distribution utility. I attended the National

19 Association of Regulatory Utility Commissioners Utilities Rate School, and have attended

20 seminars and courses in utility regulation and utility accounting and finance.

21

22

23

24

I began employment with the Conunission as a utilities regulatory analyst in May 2001.

Prior to joining the Commission, I worked at the Depa ent of Revenue in the Taxpayer

Assistance Section. I was the Production Budget Coordinator for the Arizona Republic

25 prior to my employment in state government.
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I

1

2

Purpose of Testimony

Q- What is the purpose of your testimony in this proceeding"

3 A.

4

5

6

The purpose of my testimony in this proceeding is to present Staffs recommended rate

designs for each of the seven water and three wastewater systems in Arizona-American

Water Company, Inc.'s ("AAWC" or "Company") five permanent rate applications tiled

on November 22, 2002, and December 13, 2002.

7

8

9

10

Organization of Testimony

Q. How is StafI"s rate design testimony organized"

11

12

A. Staffs rate design testimony is organized to present a discussion of the present rates, the

Company proposed rates, and Staff's recommended rates for the seven water systems and

Dre three wastewater systems.

13

14 WATER RATE DESIGN

15 Present Water Rate Design

Q- Please provide an overview of the existing rates for the seven water systems.16

17

18

19

20

A. Although, the water systems have similar rate structures, each has its own unique

variation. The following is a general description of their primary features. Details of the

rate designs are presented on Staff Schedule DRR-l for each system.

21

22

23

24

25

26

A11 seven systems have a monthly minimum charge that increases with meter size. In the

Tubae and Havasu systems a general service class applies to residential, commercial,

irrigation, private fire protection, and miscellaneous other customers. In the Sun City

West, Sun City, Mohave, Anthem and Agua Fria systems, private fire protection is

segregated as a separate customer class. In the Sun City system, irrigation customers are

also a separate customer class. In the Sun City West, Sun City, Anthem, Agua Fria and
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I

I

1 I

2

Tubac systems, no gallons are included in the nT1:imum charge. In the Mohave system.

1,000 gallons are included in the minimum charge. The Havasu system has two sets of

3 rates. Most Havasu customers receive 1,000 gallons in the minimum charge, the other

4

5
i
I
I

6

(Rio Verde area) customers receive 2,000 gallons in the minimum charge. In the Mohave

and Havasu systems, multi-unit housing customers are billed a monthly minimum charge

equal to the 5/8-inch meter times the number of housing units.
I

|
I

7

8

9

10

The Mohave, Havasu and Anthem systems have a flat commodity charge. The Sun City |
' I

West, Sun City, Agua Fria, and Tubae systems have inverted two-tier commodity rates .

with a break over point between the tiers at 8,000 gallons.

11

12

13

The Company's Proposed Water Rate Design

Please explain how AAWC proposes to implement rates in two phases.Q-

14 A.

15 f
I

16

The Company proposes to implement new rates in two phases to mitigate the impact of its

proposed revenue increase. The Company proposes to implement phase one rates

immediately upon issuance of an order by the Commission in this proceeding and phase

17

18
i

19

20

21

two rates twelve (12) months later. Under the Company's phase in proposal, if its

proposed revenue increase for a particular system is less than 40 percent, rates would.

increase by the total proposed increase in phase one. In systems that the Company

proposes a revenue increase exceeding 40 percent, rates would increase by 40 percent in

phase one and by the balance of the total increase in phase two.

22

23 Q- Please provide an overview of the Company's proposed rate designs for the water

24

25 A.

26

systems.

The proposed rate designs are essentially the same as the current designs but with an equal

percentage increase in all rates and monthly charges. AAWC proposes to increase its
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s

1

2

3

4

5

current rates uniformly so that all customers for a particular water system, regardless of

class or use, receive the same percentage increase in their monthly bill. This would be

accomplished by increasing the monthly minimum charges and all commodity rates by the

same percentage and maintaining the existing rate structure in terms of gallons included

and break over points between tiers.

6

7 Q- Please provide a brief explanation of AAWC's low income program.

8

9

10

A.

11

12

13

14

15

16

Decision No. 65655, dated February 20, 2003, ordered AAWC to tile a low income

program in this proceeding by April 21, 2003. The Company filed its low income

program on July 22, 2003. The Company's program pertains only to the Sun City West

and Sun City water districts. In those two districts, AAWC has a Groundwater Savings

Monthly Residential Surcharge that provides funds for a Groundwater Savings Program.

Revenues and expenses associated with the Groundwater Savings Program are recorded in

a balancing account, and over- and under-collections from one year are carried fonvard

and included in the estimated costs of the following year to determine the surcharge going

forward.

17

18

19

20

21

22

23

24

25

26

AAWC's proposed low income program would relieve qualifying customers from paying

the surcharge. The surcharge revenues credited to these qualifying customers would be

added to the balance to be collected from the remaining customers that pay the surcharge.

The effect is to increase the surcharge to non-qualifydng customers to pay for the low

income qualifying customers. Residential customers with 5/8 x 3/4~inch and 3/4-inch

meters in the Sun City West and Sun City water districts with incomes below 150 percent

of federal poverty guidelines that file with the Arizona Department of Economic Security

would qualify for the low income program. Customers would have to make annual tilings

to remain qualified.
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1 Staff's Recommended Water Rate Design

2 Q.

3

4

In addition to developing non-discriminatory rates that provide Staffs

recommended revenue and other issues such as gradualism, revenue stability, and

customer affordability, what policy objectives are reflected in Staffs recommended

5 rates"

6 A.

7

8

9

10

11

12

Staffs rate design recognizes the growing importance of managing water as a finite

resource and its increasing cost. The quantity of water resources available to Arizona and

in AAWC's service territories does not grow with population and customer base and the

cost of developing, treating, and delivering it increases with diminishing supply and

increased health and safety regulations. Staff recommends a rate design that encourages

planners to design growth to efficiently use water, to promote a reduction in average use

in the long term, and to reduce the incremental cost of future growth consistent with its

13 increasing cost.

14

15 Q. Please provide a description of Staffs recommended rate structure for the water
i

16

17 A.

18

systems.

Staff recommends a three-tier inverted block rate structure with break over points at 4,000

gallons, and at 100,000 gallons of use for each system across all meter sizes. The monthly

19 minimum rates, as recommended by Staff, would keep the existing minimum-to-

20

21

.22

23

commodity revenue generation ratio, thus, preserving this aspect of revenue stability from

the existing rate structure. Staff recommends including no gallons in the minimum charge

to eliminate the implication that any water is free and to send an appropriate economic

signal to customers for all consumption.

24

I
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1 Q-

2

W'lat is the basis for Staffs recommendation for a commodity break over point at

4,000 gallons for each water system"

3 A.

4

5

6

Placing 4,000 gallons in the first commodity tier serves two purposes. First, it supports

the state-wide effort to improve water use efficiency. Customers are rewarded monetarily

by restricting their use to this level which reflects Staff"s view of efficient water use.

although this is not strict ly a l ife-l ine tarif f ,  it  ef fectively serves as a

supplementary life-line rate providing affordable water to customers willing to limit

consumption to their basic needs. Providing affordable water in limited amounts is

appropriate because water is the only utility commodity that is necessary for sustaining

life.

Second,

7

8

9

10

11

12 Q. What is the basis for StamPs recommendation for a commodity break over point at

13

14 A.

100,000 gallons of use for each water system?

Placing the break over point at 100,000 gallons of use sends an economic signal to

potential new customers that consumption at this level is high compared to other

customers on the system and is being discouraged. Thus, prospective customers can make

appropriate choices regarding landscaping and other planned water uses. A relatively high

break over point is desirable to limit the effect of tiered rates on the vast majority of

existing customers.

15

16

17

18

19

20

21 Q. Is Staff recommending a three-tier inverted block rate structure for all customer

22 classes?

23

24

A.

25

26

No. Staff recommends the three-tier inverted block rate structure for general service

customers and a flat commodity rate for consmction/inigation and tire protection

customers. Staff sees no significant ion-term benefit to having multiple tiers for

construction/irrigation and tire protection. Staffs recommended commodity rates for
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8

K
J

1 construction/inigation and fire protection are percentage increases/decreases consistent

with its overall recommended increase/decrease in revenue requirement by system.
I

2

3

4 Q. Other than the inverted three-tier rate structure recommended by Staff, how does its

recommended rate structure otherwise modify the existing rate structure?5

6 A.

7

Staffs recommended rates make additional changes to the present rate structures in the

Mohave and Havasu water systems. Currently, the Havasu system has seasonal summer

and winter rates. The only difference is that the :commodity rate per thousand gallons is8

9 $1.42 in the summer and $1.31 in the winter. The inverted three-tier rate structure

10 recommended by Staff should provide equal or greater economic signals to customers than

this nominal seasonal difference. Therefore, Staff' s recommended rates are uniform11

12 throughout the year.

13

14

15

16

17

18

19

The Mohave system currently has a group of residential customers (Rio Verde) that pay

slightly different rates than other residential customers. The Rio Verde customers pay a

monthly minimum charge of $7.75 versus $8.65, have 2,000 gallons versus 1,000 gallons

included in the minimum and pay a commodity charge per thousand gallons of $1.75

versus $1.48. Under present rates a customer using 10,815 gallons would have the same

bill with either set of rates. The average and median 5/8 x 3/4-inch residential customer

uses are 11,942 and 7,000, respectively. Customer bills are not significantly different20

21 under Havasu's two sets of rates. Accordingly, Staff recommends consolidation of

22 Havasu's rates.

23
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1 Q.

2

Did Staff prepare schedules showing the present. Company proposed, and Staff

recommended monthly minimums and commodity rates for each of the water

3

4 A.

5

6

systems?

Yes. Staff Schedule DRR-1 for each water system shows the resent monthly minimum

charges and commodity rates, the Company's proposed monthly minimum charges and

commodity rates, and Staffs recommended monthly minimum charges and commodity

7 rates .

8

9 Q-

10

11

Did Staff prepare a schedule showing the average and median monthly bill under

present rates, the Company's proposed rates, and Staffs recommended rates for

each of the water systems?

12 A. Yes. Staff Schedule DRR-2 for each of the water systems presents the average and

13

14

median monthly bill using present rates, the Company's proposed rates, and Staffs

recommended rates.

15

16 Q- Did AAWC propose any changes to its water system service charges?

17 A. No.

18 Q. What water system service charges does Staff recommend"

19 A.

20

Staff recommends maintaining the existing water system service charges since the

Company did not request any changes and Staff has no compelling reason to adjust them.

21

22 Q-

23

Did AAW C propose any changes to its water system service l ine and meter

installation charges?

24 A. Yes. The Company's proposed service line and meter installation charges are shown on

25 Schedule H-3 of each water system application.

26
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1

1 Q- What is Staff's recommendation for water system service line and meter installation

2

3 A.

4

charges?

Staff recommends accepting the Company's proposed service line and meter installation

charges because they are within the guidelines established by Staff as reasonable.

5

6 Q. Does Staff have any system-specific comments regarding water rate design"
1

7 A. Yes. The current Mohave water system rate design is excessively cumbersome and has

8

9

10

been the subject of complaints from multi-unit commercial customers, e.g., trailer pail~'s.

Multi~unit housing commercial customers are currently billed a monthly minimum charge

equal to the 5/8-inch meter charge times the number of housing units. Commercial

11 customers complain that they are charged for housing units that are unused or vacant. In a

12

13

14

15

16

17

typical rate design that is more efficient to administer, multi-unit commercial customers

are charged a monthly minimum based on the meter size that serves the multi-unit

complex regardless of the number of housing units served. Staff would be recommending

such a rate design in this case if sufficient information and resources were available to

provide a reasonable assurance that a new rate structure would not have significantly

detrimental impacts for customers.

18

19

20

21

22

23

The current Mohave rate structure is also cumbersome for Staff. Due to the large

variation in meter sizes and housing units, verification of Test Year revenue and design of

recommended rates requires 125 separate bill counts/bill frequency analyses. Staff

recommends that the Company study potential simplified rate designs and offer a solution

in its next Mohave rate filing.

24

1
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1 Q- What is Staffs recommendation regarding AAWCIs proposed low income program"

2 A.

3

4

Staff recommends approval of the low income program as proposed by the Company. In

addition, as stated earlier, Staffs recommended three tiered rate design will also provide

assistance to low income customers.

5

6 Q- What is Staffs position regarding the Company's proposal for a two-step phase in of.

7

8 A.

rates"

Staff sees no compelling reason to use steps to phase in its recommended rates. The

9

10

11

12

13

14

15

primary purpose of using steps to phase in rates is to ease U16 economic impact on

customers due to a sudden increase that might be burdensome to some customers. This

potential burden to customers is substantially less under Staffs recommended rates than

with AAWC's proposed rates. Staff does not oppose using steps to phase in rates,

however there should be no future revenue claims due to the phase in process in the event

that the Commission rejects Staffs recommended revenue requirement and authorizes a

revenue requirement substantially higher.

16

17 WASTEWATER RATE DESIGN

Present Wastewater Rate Design18

19

20

Q,

21 A.

22

23

24

Commercial,

25

Please provide an overview of the. existing rate designs for the three wastewater

systems?

Although there are differences in the rate designs for each of the wastewater systems, they

are similar. All three wastewater systems (Sun City West, Sun City and Anthem/Agua

Fria) have separate classes for Residential, and Large Commercial

customers. Each customer class in each system has its own flat monthly rate. In addition

to the flat monthly rate, some customers pay a volumetric rate based on their water use.

26
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1

2

3

In Anthem/Agua Fria, a volumetric rate of $2.00 per 1,000 gallons of water applies to all l

customers. The volumetric rate is only applicable up to a designated water use level that

varies by customer class (e.g., residential, first 7,000 gallons).

4

5

6

7 City

l

8

In Sun City West and Sun City, only customers in the large commercial class pay a

volumetric rate. The exception is that the volumetric rate also applies to Paradise Resow

Park in Sun City. The volumetric rates in Sun West and Sun City are, respectively..

Sl.24 and $0.98 per 1,000 gallons of water consumption in excess of 20,000 gallons per

9 MoH[h.

10

11

12
1

13

14

15

Sun City West and Sun City, but not Anthem/Agua Fria, commercial customers also pay a

flat monthly fee for each additional toilet. Similarly, commercial restaurants pay a flat

monthly fee for each dishwasher or garbage grinder. Commercial Laundromats also pay a

fiat monthly fee for each washing machine and commercial customers pay a flat monthly

fee for each wash rack.

16

17 All three wastewater systems have an Annual Fee for Lndustrial Discharge Service. The

18

19

20

21

annual fee is $500 for those customers consuming an amount of water less than or equal to

50,000 gallons per month through one or more water meters to the same facility, inclusive

of meters used for initiation and $1,000 for those customers consuming an amount of

water greater than 50,000 gallons per month.

22

I
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1

2 Q-

The Company's Proposed Wastewater Rate Design

Please provide an overview of the Company's proposed rate designs for the three

3

4 A.

5

6

7

8

wastewater systems.

AAWC proposes to increase the rates unifonnly so that all customers for a particular

wastewater system, regardless of class, receive the same percentage increase in their

monthly bill. A uniform increase would be accomplished by increasing the existing .

applicable flat monthly charges for each customer class by the same percentage, and also

increasing the applicable volumetric rates by that same percentage.

9

10

11 rate structure for the three

12

Staffs Recommended Wastewater Rate DeSign

Q. Please provide a description of Staff's recommended

wastewater systems.
l

13 A.

14

Staff agrees with the Company's proposed rate design for the three wastewater systems.

Staff recommends adjusting rates uniformly by a system-specific percentage to generate

Staff' s recommended revenue requirement for each wastewater system.15

16

17 Q- Did

18

Staff prepare schedules showing the present, Company proposed, and Staff

recommended monthly minimum and commodity rates for each of the wastewater

19

20 A.

21

22

systems?

Yes. Staff Schedule DRR-1 for each system presents the system specific present,

Company proposed, and Staff recommended monthly minimums and commodity rates for

all customer classes.

23
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1

l Q.

2

Did Staff prepare a schedule showing the average a*d median monthly bills using

and Staff recommended rates for each of the

3

present, Company proposed,

wastewater systems?

4 A. Yes. Staff Schedule DRR-2 for each of the wastewater systems presents the system

5

6

specific average and median monthly bills using present, Company proposed, and Staff

recommended rates for all customer classes.

7

8 Q- Did AAWC propose any changes to its wastewater system service charges?

9 A. No.

10

11 Q. What wastewater service charges does Staff recommend?

12 A. Staff recommends maintaining the existing wastewater service charges.

13

14 Q. Does this conclude your direct testimony?

15 A. Yes, it does.
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EXECUTIVE SUMMARY
ARIZONA AMERICAN WATER CGMPANY

Docket No. WS-0103A-02-0867 et al.

The surrebuttal testimony of Staff witness Dennis R. Rogers addresses the following issues:

Rebuttal testimony of the Company witness Mr. Kozornan
Mr. Kozornan's criticisms of Staffs rate design are based on two erroneous underlying
principles. First, he misinterprets designing rates on a cost basis to mean that the company
should recover its costs regardless of the quantity of water sold by recovering fixed costs in the
monthly minimum charge and variable costs through the commodity charge instead of charging
customers based on the cost of service attributed to them. Second, he overstates the 'monthly
minimum charges by including the demand costs determined by a cost of service study
("COSS") solely in the monthly minimum charge charges. Contrary to Mr. Kozoman's assertion
that Staffs rate design is radically different from the current design and violates the principle
that rates should be based on the cost of service, Staff demonstrates that its proposed rate design,
although different, is not radical and is consistent with cost of service principles. Thus his claims
regarding subsidies among classes in Staff's rate design are inaccurate.

Mr. Kozornan's criticisms that Staff's three tier rate design will encourage inefficient use fails to
recognize the difference between discretionary and nondiscretionary usage and ignores the
related implications for efficient use for all customers. Mr. Kozornan's criticisms of the first tier
in Staffs rate design as a life line rate fails to recognize that the life line benefit is simply an
ancillary benefit. It was not designed as a life line rate and that customers have a non-
discretionary water requirement. It would provide less costly water to those that choose to limit
their consumption to necessity levels and as a by product may serve as a life line rate.

Mr. Kozoman's incorrectly claims Staffs testimony advanced no rationale as to why the rate
design, as proposed will lead to a long-tenn reduction in average water use. Staff' s testimony
states that its rate design encourages planners to design growth to efficiently use water. Planners
will try to avoid the higher costs of the inverted tier rate structure, and design facilities
accordingly.

P

'~

Mr. Kozo ran claims that the rate design for multi-unit housing has been previously determined
by the Commission and therefore should not be readdressed. Customer complaints show that
this remains an important issue. A rate case is the appropriate forum for re-examining the rate
design and each rate case stand on it own merits.

Response to direct testimony of the Town of Youngstown witness Micheal E. Burton
Mr. Burton proposes to change from the current commercial two-inch and three-inch metered

rates to irrigation rates. Staff does not believe that other customers should subsidize a discounted
rate for recreational purposes.
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I

1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3 A.

4

5

My name is Dennis R. Rogers. I am a Public Utilities Analyst W employed by the

Arizona Corporation Commission ("ACC" or "Commission") in the Utilities Division

("Staff"). My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Are you the same Dennis R. Rogers who tiled direct testimony in this case'

8 A. Yes, I am.

9

10 Q. What is the purpose of your surrebuttal testimony in this proceeding?

11 A.

12

13

14

15

16

The purpose of my surrebuttal testimony in this proceeding is to respond, on behalf of the

Staff, to the rebuttal testimony of Arizona-American Water Company's ("Company")

witness Ronald L Kozo ran, C.P.A. regarding rate design. Furthermore, my surrebuttal

testimony responds to the prefixed direct testimony of Town of Youngtown witness

Michael E. Burton regarding changing rates from commercial two-and three-inch meters

to initiation rate to service Maricopa Lake.

17

18 SUMMARY OF COMPANY'S REBUTTAL-PbSIT1ON REGARDING STAFF'S RATE

19 DESIGN

20 Q- Please summarize the Company witness Mr. Koz0man's criticisms of Staffs

21 Testimony.

22 A. Mr. Kozo ran takes exception with Staffs testimony and is in disagreement with Staff on

23 the following issues:

24

25
26
27

1.
2.

Staffs rate design was not based on a cost of service study
Staffs rate design results in subsidization from large users to low volume
users.
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l
2
3
4

5

6

7

8

9

10

11

12

13

14
15

3. Staffs rate design results in the majority of customers having decreased
monthly bills.

4. Staffs rate design would encourage inefficient water use by sending the wrong
pricing signal and that the first tier rates developed do not reflect true life line
rate considerations as espoused by the American Water Works Association
("AW W A").
Staff's rate design ignores existing customers
Staff' s rate design will not promote reductions in average use in the long term.
Staff's rate design and its purported "economic signal" ignore present customer
impact. .

8. Staff's rate design did not take into effect the differences in Havasu's bill
counts and the amounts reported on the general ledger.

9. Arguments concerning the Havasu and Mohave multi-unit billing
recommendation.

5.

6.

7.

16 Q- Please explain how Staff organizes its surrebuttal testimony.

17 A.

18

19

20

Staff organizes its testimony in the sequence of the Company's points of disagreement

listed above, followed by a comment on the Town of Youngstown's request to be included

in the Sun City initiation rate, and a response to Staff' s surrebuttal testimony concerning

recommended revenue changes.

21

22 COST OF SERVICE STUDY

23 Q.

24

Did Staff review the Company's rebuttal testimony regarding its cost of service study

("COSS") filed as rebuttal testimony?

25 A.

26

27

Yes, it has. Staff was only able to undertake a cursory review of the COSS, given the fact

that it was not filed until the Company filed its rebuttal testimony. Staff was able to

conduct a cursory review of the COSS, including those portions addressing rate design.

28

29 Q. Is there any portion of the cost of service study with which Staff disagrees?

30 A.

31

32

Yes. In addition to the schedules that are normally included in a COSS, represented by

schedules G-l to G-7, the Company has prepared schedules G-8 and G-9. Schedules G-8

and G-9 are supplemental information that are not an integral part of the COSS.



Surrebuttal Testimony of Dennis R. Rogers
Docket No. ws-01303A-02-0867 et al.
Page 3

l

2

3

4

5

6

Staff funds the methodology and figures used by the Company in developing the COSS for

schedules G-l to G-7 acceptable. However, the supplemental Schedules G~8 and G-9

misapply the results of the COSS. Schedule G~8 purports to demonstrate the difference

between what COSS supports as a minimum charge and Staffs recommended monthly

minimum charge. Staff disagrees with Mr. Kozoman's calculation of the monthly

minimum charges on Schedule G-8 because he includes demand costs in his calculation.

7

8 Q. Why is it inappropriate to include demand costs in the monthly minimum charge?

9 A. Demand costs should be charged to customers based on the cost of service attributed to

10 them. Absent demand meters, the best correlation to the demand factor is the quantity

11 used.

12

13 Q- What is the apparent reason the Company prepared Schedule G-9?

14 A.

15

16

17

Schedule G-9 shows, based on the Company's erroneous calculation of the minimum

monthly charge, the number of gallons that must be sold to a 5/8-inch meter customer

each month to cover all costs, so that the Company generates its authorized rate of return

and that the average use is less than that calculated level of usage.

18
1

nr

4

19 Q-

20

Is the consumption level where the Company recovers all costs directly transferable

to rates in a cost of service basis rate design?

21 A. No. Schedule G-9 shows the rates that recover costs consistent with the incurrence of

22

23

24

25

26

fixed and variable costs by the Company. This type of rate design provides for full

recovery of all costs at every use level. However, it does not allocate costs to customers

based on their causation. For example, placing fixed demand costs in the minimum

charge fails to recognize that customers utilizing the same meter size place different

demands on the system according to their own particular peak usage requirements. In the
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1

1

2

3

absence of demand meters, the best correlation to the demand factor is the quantity used.

Therefore rates based on the fixed and variable costs of the Company are incompatible

with rates that assign costs to customers based on cost causation.

4

:

5 STAFF'S RATE DESIGN

6 Q- Does Staff agree with the Company's assertion that Staffs rate design contains

radical changes that require a cost of service study?7

8

9

A.

10

No. The rate design change is significant, but not radical. Staff has made changes

regarding the inverted three tier design but has followed rate design principles and has

preserved the existing monthly minimum charge to commodity rate ratios in its design.

11

12
r

13

CLAIMS REGARDING SUBSIDIES AMONG SMALL AND LARGE USERS

Does the Company's Schedule G-9 demonstrate its assertion that Staffs proposed

rate design generates a subsidy by undercharging customers in the first block and

overcharging those in the upper tier?

Q-

A. No. Schedule G-9 is based on the erroneous assumption that all costs included in the

commodity rates are incurred at average cost. It fails to recognize the increasing costs of

developing,treating, and delivering incremental supply.

14

15

16

17

18

19

20

21

IMPACT OF STAFF'S RATES ON THE MAJORITY OF CUSTOMERS MONTHLY

BILLS

22 Q.

23

Do you agree with Mr. Kozoman's statements that majority of  customers will

actually see a decrease in their monthly bills?

24 A.

25

No. A majority of the customers will see an increase in their monthly bills under Staffs

recommended rates. (Schedule DRR-2) The median usage billing analyses that were filed
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1

2

as part of Staffs direct testimony to Residential 5/8-inch meters and their total bill counts

Increases or (Decreases)

Bill Counts

are as follows:

3 Median Usage

4 13.94%
L

5

6

System

Sun City West Water

Sun City Water

Mohave Water

Agua Fria Water

Anthem Water

Tubac Water

Havasu Water

30.81%

(17.4%)

(20.00%)

(35.70%)

35.94%

(12.69%)

7

8

9

10

11 Totals

12

173,844

231,576

(150,192)

(142,007)

(21,899)

4,833

013.609

82,547

In those systems where the median bill increases, the majority of customers will receive

increases.13

14

15

16

CLAIMS THAT THE RATE DESIGN WILL ENCOURAGE INEFFICIENT USE

Does Staff agree with Mr. Kozolnan's statement that Staff's proposed rate design

will encourage inefficient Water use?

Q-

17

18 A.

19

20

21

22

No. The criticism that the three tier inverted rate design encourages inefficient used is

incorrect. The argument does not acknowledge the fact that there is a difference between

discretionary and nondiscretionary usage. The f irst tier is set at a level that is not

discretionary but is designed to cover basic health and safety necessities. Accordingly, use

on the first tier is not expected to increase.

23
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1 CLAIMS THAT THE RATE DESIGN IGNORES EXISTING CUSTOMERS

2 Q-

3

Does Staff agree with Mr. Kozoman's statement that Staffs rate design "ignores the

impact on the Company's existing customers, particularly commercial customers on

4

5 A.

6

7

8

larger meters."

No. Staff" s rate design appropriately recognizes that customers who use high volumes of

water make greater use of a limited existing resource. The rate design encourages

conservation and anticipates that those who use the greatest quantities should contribute a

corresponding level of revenues.

9

10 THE PURPOSE OF A COST OF SERVICE STUDY

11 Q.

12

13

Mr. Kozo ran states that the purpose of a cost of service study "is to offer guidance

in setting rates to be charged for utility service." However he also states, "public

policy may have a significant effect on rate design." Does Staff agree?

14 A.

15

16

Yes. Moreover, Staff agrees with Mr. Kozoman's statement that, "The cost of service

study will provide the cost of the commodity, but it will not indicate where rate tiers

should be set."

17

18 Q.

19

Does Staff agree with Mr. Kozo man's 'étatqment that the Commission must base its

rates on cost?

20 A.

21

22

23

24

Staff agrees that cost of service is a component of rate design, but other factors should also

be considered. Some of the other factors that affect rate design are limited resource

availability, environmental concerns, and the effects of public policy. Mr. Kozo ran also

recognized that other appropriate considerations, such as public policy, may have an

impact on rate design.

25
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a

l Q.

2

3 A.

4

Did Mr. Kozo man provide any evidence to support his assertion that the cost to

produce 20,000 gallons is twenty times the cost of producing 1,000 gallons?

No. Comparisons between costs to produce different amounts of water require an

incremental cost study. An incremental cost study was not submitted with the Company's

rebuttal testimony.5

6

7

8

9

10

HAVASU DIFFERENCES BETWEEN BILL COUNTS AND GENERAL LEDGER

Q. On page 18 of his rebuttal testimony Mr. Kozo ran states that "Staff did not include

the difference between the bill count revenues and the general ledger in their

proposed rates. I did." What does this mean?

11 A.

12

13

14

When the Company filed its application there was a reconciling item labeled as the

difference between the General Ledger revenues recorded and those supported by the bill

counts of $6,311. Staff continued to can'y this amount as a reconciling item. It is Staffs

opinion that the booked to billed ratio in the test year is representative and recuning.

15

16 PROFITABILITY BY CUSTOMER USE

17 Q- What is Staffs response to Mr. Kozo ran statement that although the commodity

rate proposed by Staff produces a profit, the Company makes no profit from those

customers using less than 4,000 gallons a month?

18

19

20 A.

21

22

A rate design does not necessarily produce a profit from each and every customer on the

system. The Company's costs and returns are based upon the entire mix of classes and

levels of usage.

23
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I

l RE-EXAMINATION OF HAVASU AND MOHAVE MULTI-UNIT BILLING

2 Q.

3

4

Does the fact that in the prior rate case the previous owners proposed changing the

billing method for multi-unit customers and Staff recommended that the current

methodology be continued obviate re-examining this issue in the current case"

5 A. No. The experience from case to case is different. Each case stands it own merits. Past

6

7

practice does not negate the need for changing to a less cumbersome and more equitable

system. Customer complaints show that this issue should be revisited.

8

9 Q.

10

Does Staff agree with Mr. Kozoman's statement that while the Company is not

opposed to changing the rate structure, other customers would have to make up the

revenue shortfall?11

12 A.

13

14

15

Yes. Any change in rate design will result in increases to some customers and decreases

to others. The challenge is to find a rate design that is more equitable while observing

gradualism. Staff is only recommending that a reasonable effort be made to simplify the

rate design equitably in the next rate case.

16

17

18 Q-

19

20

21

22

YOUNGTOWN'S REQUEST

In direct testimony, Michael E. Burton witness for the Town Of Youngtown,

proposes to change from the current commercial two-inch and three-inch metered

rates to irrigation rates. The Company does not oppose the Commission authorizing

Youngtown to be included on the lower cost irrigation rate, however, it has stated

that the revenue shortfall would have to be made up from other customers. Is Staff

23 recommending the change"

24 A. No. Youngstown would like to move from commercial two-inch and three-inch meter

25 billings to an initiation rate in order to service Maricopa Lake and save approximately
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1

1

2

$3,600 annually. Staffs opinion is that other customers should not be required to

subsidize a discounted rate for recreational purposes.

3

4 STAFF'S SURREBUTTAL RECOMMENDED REVENUE CHANGES
4

5 Q-

6

Did Staff prepare new rate designs to reflect the changes recommended in Staffs

surrebuttal positions?
1

7 A. No. There was not enough time to redesign the rates for all ten of the Arizona American

8

9

systems before the deadline for the tiling of the surrebuttal testimony. However, if the

Administrative Law Judge desires, Staff could file these as late filed exhibits.

10

11 Q. Does this conclude your testimony?

12 A. Yes, it does.

:o
a

4
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EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY, INC.

DOCKET no. WS-01303A-02-0867, et al.

I will appear on behalf of the Utilities Division Staff and will testify concerning Staffs
position and recommendation regarding Arizona-American Water Company, Inc. - Tubac,
Havasu and Mohave Water Districts' applications for a permanent rate increase in the area of the
engineering evaluation. Summaries of my findings and recommendations are:

Tubac Water District

1. Non-account Water Tubac has an acceptable non-account water loss of 7.1%.

2. System Analvsis - Tubac has adequate capacity to serve the customer base.

3. Arizona Department of Environmental Quality (ADEQ) Compliance Status - ADEQ has
determined that Tubae's system is currently delivering water that meets the water quality
standards required by Arizona Administrative Code, Title 18, Chapter 4.

4. Water Testing Cost -- Staff recommends the adoption of Tubae's annual water testing
cost of$1,420.

5. Arsenic - Tubac has arsenic concentrations exceeding the new Maximum Contaminant
Level ("MCL") of 10 parts per billion ("ppb") and is currently evaluating its options to
achieve the new MCL.

6. Arizona Department of Water Resources ("ADWR") Compliance Status - Tubac is
located within the Santa Cruz Active Management Area ("AMA") and is in compliance
with its AMA requirements.

7. Arizona Corporation Commission ("ACC") Compliance Status
outstanding ACC compliance issues.

Tubae has no

8. Reproduction Cost New ("RCN") - Staff recommends that Tubac's RCN value not be
accepted for purposes of setting rates in this proceeding.

9. Post-Test Year Plant - Staff has confirmed that Tubac's post-test year plant items for
Account Nos. 311 and 331 were in service before December 31, 2002 and finds these
plant items to be used and useful from an engineering perspective.

10. Depreciation Rates
proceeding.

Staff recommends thatTubac's depreciation rates be used for this

11. Service Line and Meter Installation Charges - Staff recommends the acceptance of
Tubae's proposed Service Line and Meter Installation Charges, except for the 2-inch
meter size. For the 2-inch size, Staff recommends adopting a charge of "At cost".

12. Curtailment Plan Tariff - Staff recommends that Tubac file a curtailment plan tariff
within 90 days after the effective date of an order issued in this proceeding.
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Havasu Water District

13. Non-account Water -- Havasu has a non-account water loss of 14.2% which is not within
the acceptable limits. Staff recommends that effective upon the date an order is issued in
this proceeding, Havasu should monitor its system and file semi-annual reports widiin 30
days after the end of each 6-month period for one year, with the Director of the Utilities
Division, indicating the quantity of water pumped, gallons sold and water loss percentage
for each month during that 6-month period. If the reduction of water loss to less than
l0% cannot be achieved, Havasu shall submit to the Director of the Utilities Division a
plan which outlines the procedures, steps, and time frames to achieve acceptable water
losses. This plan shall be submitted within 18 months after the effective date of an order
issued in this proceeding.

14. System Analysis... Havasu has adequate capacity to serve the customer base.

15. ADEQ Compliance Status - ADEQ has determined that Havasu's system is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4.

16. Water Testing Cost- Staff recommends the adoption of its estimated annual water testing
cost of $3,356.

17. Arsenic - Havasu has arsenic concentrations exceeding the new MCL of 10 ppb and is
currently evaluating its options to achieve the new MCL.

18. ADWR Compliance Status- Havasu is not located in any AMA.

19. ACC Compliance Status- Havasu has no outstanding ACC compliance issues.

20. Reproduction Cost New - Staff recommends that Havasu's RCN value not be accepted
for purposes of setting rates in this proceeding.

21. Post-Test Year Plant - Staff has confirmed that Havasu's post-test year plant items for
Account Nos. 304, 330 and 331 were in .service before December 31, 2002 and finds
these plant items to be used and useful from an engineering perspective.

22. Depreciation Rates
proceeding.

Staff recommends that Havasu's depreciation rates be used for this

23. Service Line and Meter Installation Charges - Staff recommends the acceptance of
Havasu's proposed Service Line and Meter Installation Charges, except for the 2-inch
meter size. For the 2-inch size, Staff recommends adopting a charge of "At cost".

24. Curtailment Plan Tariff - Staff recommends that Havasu file a curtailment plan tariff
within 90 days after the effective date of an order issued in this proceeding.

Mohave Water District

25. Non-account Water - Three of the five Mohave Water District's water system have non-
account water loss of 10% or more and are not within the acceptable limits. Effective
upon the date an order is issued in this proceeding, these high water loss water systems
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should monitor and tile semi-annual reports within 30 days after the end of each 6-month
period for one year, with the Director of the Utilities Division, indicating the quantity of
water pumped, gallons sold and water loss percentage for each month during that 6-
month period. If the reduction of water loss to less than 10% cannot be achieved,
Mohave Water District shall submit to the Director of the Utilities Division plans which
outline the procedures, steps, and time frames to achieve acceptable water losses. These
plans shall be submitted within 18 months after the effective date of an order issued in
this proceeding.

26. System Analvsis - Four of the five water systems have adequate capacity to serve the
customer base. One system, Rio Vista, is a consecutive system and therefore has no
pumping facilities.

27. ADEQ Compliance Status - ADEQ has determined that all f ive of Mohave Water
District's systems are currently delivering water that meets the water quality standards
required by Arizona Administrative Code, Title 18, Chapter 4.

28. Water Testing Cost
$19,410 be adopted.

Staff recommends its estimated annual water testing cost of

29. Arsenic - All water systems have arsenic concentrations of 10 ppb or less and are
currently meeting the new MCL.

30. ADWR Compliance Status - This Water District is not located in any AMA.

31. ACC Compliance Status
issues.

This Water District has no outstanding ACC compliance

32. Reproduction Cost New - Staff recommends that Mohave Water District's RCN value not
be accepted for purposes of setting rates in this proceeding.

33. Post-Test Year Plant - With the exception of one project, Staff has confirmed that the
Mohave Water District's post-test year plant items for Account Nos. 304 (partial), 311,
320 and 330 were in service before December 31, 2002 and finds these plant items to be
used and useful from an engineering perspective.

34. Depreciation Rates - Staff recommends that Mohave Water District's depreciation rates
be used for this proceeding.

35. Service Line and Meter Installation Charges - Staff recommends the acceptance of
Mohave's proposed Service Line and Meter Installation Charges, except for the 2-inch
meter size. For the 2-inch size, Staff recommends adopting a charge of "At cost".

36. Curtailment Plan Tariff - Staff recommends Mohave Water District file curtailment plan
tariffs for all its systems within 90 days after the effective date of an order issued in this
proceeding.
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1 1. INTRODUCTION

2 Q- Please state your name and business address.

3 Ar

4

My name is Marlin Scott, Jr. My business address is 1200 West Washington Street,

Phoenix, Arizona 85007.

5

6 Q- By whom and in what position are you employed?

7 A.

8

I am employed by the Arizona Corporation Commission ("Commission") as a Utilities

Engineer - Water/Wastewater for the Utilities Division. .

9

10 Q. How long have you been employed by the Commission?

11 A. I have been employed by the Commission since November 1987.

12

13 Q~ What are your responsibilities as a Utilities Engineer - Water/Wastewater?

14 A.

15

Among other responsibilities, I inspect, investigate and evaluate water and wastewater

systems, obtain data, prepare reconstruction cost new and/or original cost studies, cost of

16

17

service studies and investigative reports, interpret rules and regulations, suggest corrective

action and provide technical recommendations water and

18

on wastewater system

deficiencies, and provide written and oral testimony on rates and other cases before the

19 Commission.

20

21 Q- How many companies have you analyzed for the Utilities Division?

22 A. Shave analyzed approximately 350 companies in various areas for the Utilities Division.

23

24 Q- Have you previously testified before this Commission?

25 A. Yes, I have testified in 38 proceedings before this Commission.

26
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Q- What is your educational background?

A. I graduated from Northern Arizona University in 1984 with a Bachelor of Science degree

in Civil Engineering Teclmology.

1

2

3

4

5

6

Q, Briefly describe your pertinent work experience.

A.

7

8

9

10

Prior to my employment with the Commission, I was Assistant Engineer for the City of

Winslow, Arizona, for about two years. I was a Civil Engineering

Technician with the U. S. Public Health Service in Winslow for approximately six years.

Prior to that,

Q. Please state your professional membership, registrations, and licenses.

11

12

A. I am a member of the National Association of Regulatory Utility Commissioners

("NARUC") Staff Subcommittee on Water.

13

11.

Q-

PURPOSE OF TESTIMONY

What was your assignment in this rate proceeding?

A. My assignment was to provide the Utilit ies Division Staffs ("Staff") engineering

evaluations of the Arizona-American Water Company, Inc. ("Az-Am") - Tubac, Havasu

and Mohave Water District operations.

Q- What is the purpose of your testimony in this proceeding?

14

15

16

17

18

19

20

21 A.

22

23

24

To present the findings of Staff's engineering evaluations Of the As-Am _. Tubac, Havasu

and Mohave Water District operations. Those findings are contained in my Engineering

Reports that I have prepared for this proceeding. These reports are included as Exhibits

MSJ-1, MSI-2 and MSJ-3 in this direct testimony.

25
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1 111. ENGINEERING REPORTS

2 Q-

3

Would you briefly describe what was involved in preparing the Engineering Reports

for the water operations in this rate proceeding?

4 A.

5

6

7

8

9

10

11

After reviewing Az-Am's rate applications, I physically inspected the water systems to

evaluate their operations and to determine which plant items were or were not used and

useful. I contacted the Arizona Department of Environmental Quality ("ADEQ"), Arizona

Department of Water Resources ("ADWR") and the Commission's Compliance Section

Unit to determine if As-Am was in compliance with ADEQ, ADWR and Commission

regulations. I obtained infonnation from Az-Am regarding water usage, water testing,

Reproduction Cost New plant and post-test year plant and analyzed that information.

Based on this data, Image Staff"s evaluations and prepared Staffs Engineering Reports.

12

13 Q- Please describe the information contained in the Engineering Reports, Exhibit MSJ-

14 1, Exhibit MSJ-2 and Exhibit MSJ-3.

15 A.

16

17

18

19

20

21

Exhibit MS]-1 and Exhibit MS]-2 are the Engineering Reports for the Tubac and Havasu

Water Districts' operation, respectively, and are divided into 11 sections: A) Location of

System, B) Description of Water System, C) Water Use, D) Growth, E) Arizona

Department of Environmental Quality Compliance, F) Arizona Department of Water

Resources Compliance, G) Arizona Corporation Commission Compliance, H)

Reproduction Cost New and Original Cost, I) Post-Test Year Plant, J) Depreciation Rates,

and K) Other Issues. Tubae and Havasu each have one water system.

22

23

24

25

26

Exhibit MSI- is the Engineering Report for the Mohave Water Distlrict's operation and is

divided into three main sections: 1)Purpose of Report, 2) Discussions, and 3) Summary.

I further subdivided the Discussions section into 11 subsections: A) Location of System,

B) Description of Water System, C) Water Use, D) Growth, E) Arizona Department of
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Environmental Quality Compliance; F) Arizona Department of Water Resources

Compliance; G) Arizona Corporation Commission Compliance, H) Reproduction Cost

New and Original Cost, I) Post-Test Year Plant; J) Depreciation Rates, and K) Other

Issues. The Mohave Water District consists of five independent water systems; 1) Camp

Mohave, 2) Lake Mohave Highlands, 3) Desert Foothills, 4) Rio Vista Ranches, and 5)

Mohave Water - Main.

Q, Please provide a brief description of each Water District's operation.

1

2

3

4

5

6

7

8

9

10

11

12

A. Tubac's operation consists of three well sites, a storage tank/booster station site, and a

distribution system serving an average of 490 customers during the test year.

13

14

15

Havasu's operation consists of five well sites, storage tank/booster station sites, and a

distribution system sewing 1,189 customers at the end of the test year.

The Mohave Water District consists of five independent water systems with operations as

follows:

1) The Camp Mohave System has a system having one pumping site consisting of a
well, storage tank, pumping facilit ies, and a distribution system serving
approximately 98 customers.

2) The Lake Mohave Highlands System has a system having three pumping sites
consisting of three wells, two storage tanks, pumping facilities, and a distribution
system serving approximately 164 customers.

3) The Desert Foothills System has a system having two pumping sites consisting of
two wells, one storage tank, pumping facilities, and a distribution system serving
approximately 218 customers.

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

4) The Rio Vista Ranches System is a consecutive water system to Bermuda Water
Company and has no well, storage or pumping facilities. This system only has a
distribution system sewing approximately 37 customers.
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1

2

3

5) The Mohave Water - Main System consists of seven wells, 12 storage tanks, two
booster station sites, and a distribution system serving approximately 16,905
customer/imits.

I v .

Q-

REPRODUCTION COST NEW ANALYSIS

What is a Reproduction Cost New Study?

A. A Reproduction Cost New ("RCN") Study is a valuation study which estimates the cost of

reproducing the utility's existing capital plant items. Trend factors (i.e., inflation/cost

indexes), such as those published by Handy-Whiman, are applied to the original cost of

the plant to estimate its value today. The trend factors used vary depending on the type of

plant, the year the plant was installed and by geographical regions.

Q- Did Az-Am submit a RCN Study?

A. ThisAz-Am submitted an RCN "Asset Listing" for the year ending December 31, 2001.

RCN reported the following Original Cost ("OC")

Water District OC

$1 ,993,115

$1,989,979

$22,821,781

Tubac

Havasu

Mohave

plant-in-service values:

RCN

$3,476,815

$3, 163,440

$36,364,361

Q- What is Staff's position concerning the RCN Study which was submitted by Az-Am

in this proceeding?

A. Staff has evaluated the RCN for Tubac, Havasu, and Mohave and recommends that the

RCN values not be accepted for the purpose of setting rates in this proceeding.
i

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. Why has Staff taken that position?

A. Staff has many reasons, which include:
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1. The Az~Am RCNs are no more than "asset listings" that lists all the past and
present assets of the utility, even if an asset item is retired, abandoned or no longer
exists. If an RCN is to be considered, the RCN should be a "valuation study" to
reproduce, replace or reconstruct existing physical properties (actual plant that is
used and useful).

Example #1: Staff identified Tubae's Well Site #1 to be abandoned.

Example #2: Staff identified Havasu's Well Site #1 to be abandoned, Well #2 to be
retired, and Well #6 as no longer existing.

Example #3: Staff identified six Mohave sites that contained plant items which
were retired and/or abandoned. Az-Am could not cross-reference their location
codes to these sites. Therefore, Staff cannot verify if plant items at these sites were
treated appropriately and removed from the RCN.

2. The Az-Am RCNs have incomplete Plant Descriptions and Quantities.

Example #4: Havasu's Plant Description for storage tanks provided by Az-Am did
not correlate with information presented in the RCN Asset Listing (different size
and quantity of storage tanks were reported).

Example #5: Mohave had 105 asset listing items shown as "Unidentified",
"Interest Privile" or "blank". Through Data Requests, Az-Am provided partial
plant description for 84 asset items but the remaining 21 items were still
"Unidentified". Therefore, the RCN is incomplete.

Example #6: The RCNs did not provide the "Quantities" for a majority of plant
items. In fact, some of these plant items showed quantities of "O" which could
mean no plant items exist for the asset listing item. This is just another factor that
makes the RCN questionable with regard to its accuracy.

3. The Handy~Whitman Factors were not used properly. A composite index number
was used for all plant accounts. The actual Handy-Whitman Index numbers are
arranged to follow the classification of the National Association of Regulatory
Utility Commissioners ("NARUC") Account numbers and differ by geographical
regions.

4. All As-Am's plant items were trended using their composite Handy-Whitman
Factor. Handy-Whitman is used to trend cost for utility construction and should
not be used for plant items like Office Furniture, Computer, Transportation, Stores,
Tools, and Communication Equipment.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41

42

43

44

45

5. As-Am trended the OC values for Accounts in Organization, Franchises, and Land
& Land Rights. These Accounts should not be trended in RCN Studies.
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6. Az-Am added corporate overhead to the asset items in a haphazard fashion without
identification which makes it impossible to perform an accurate RCN.

7. No contributed plant was identified or removed from the plant-in-service base.

Q- Why didn'tStaff amend or revise the RCNs submitted by Az-Am?

1

2

3

4

5

6

7

8

9

10

A. A properly prepared RCN Study begins with a complete inventory of the plant-in-service

that is used and useful. The appropriate trend factors are then applied to reproduce each

plant item at today's cost. The RCN is only valid if the person preparing the study knows

precisely what the plant item is so that the appropriate trend factor is applied. In order to

conduct a RCN study, the following information needs to be provided:

a. Complete and accurate plant descriptions for the plant-in-service for each
independent system including the year the plant wwinstalled. Such plant would
include wells, booster pumps, hydrants, storage tanks, pressure tanks, mains,
meters, treatment equipment, structures, etc.

11

12

13

14

15

16

17

18

19

b. Verification of plant item brand names, size and quantities.

20

21

22

23

24

25

As discussed above, Staff found the methodology and data for the Az-Am RCN to be

irreparably flawed. To prepare a RCN from a zero base starting place for a company as

large and complex as this, would be beyond the resources ofStaff Moreover, it is the sole

responsibility of the company, if it wishes the consideration of an RCN in a rate malting

proceeding, to prepare and present a valid and understandable study.

26

27

v .

Q~

A.

CONCLUSIONS AND RECOMMENDATIONS

Based upon your testimony, what are Staffs conclusions and recommendations?

.1

28

29

After my engineering evaluations of the Az-Am - Tubac, Havasu and Mohave Water

Districts' operation, Staff makes the following conclusions and recommendations:

30
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1 TUBAC WATER DISTRICT

2 Conclusions

A. Tubae has a non-account water loss of 7. 1% which is within acceptable limits.

B. The Tubae system has adequate well and storage capacities to serve the customer
base.

c. ADEQ has determined that Tubae's system, PWS #12-001, is currently delivering
water that meets the water quality standards required by Arizona Administrative
Code, Title 18, Chapter 4.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

D. Because Tubac has arsenic concentrations of 30 parts per billon ("ppb") and 36
ppb for Wells #2 and #4, respectively, Tubac is currently evaluating its options to
achieve the new arsenic Maximum Contaminant Level ("MCL") of 10 ppb. Tubac
is not asking for any arsenic removal cost recovery in this proceeding.

18
19
20

E. Tubae is located within the Santa Cruz Active Management Area ("AMA") and is
in compliance with the AMA's reporting and conservation requirements.

21
22

F. Tubae has no outstanding Commission compliance issues.

23
24
25

G. Staff has confirmed that the Tubac post-test year plant items for Account Nos. 311
and 331 were in service before December 31, 2002 and finds these plant items to
be used and useful from an engineering perspective.

26

27 Recommendations

1. Staff recommends the adoption of Tubae's annual water testing cost of S1 ,420.

28

29
30
31
32
33
34

2. Staff has evaluated Tubac's Reproduction Cost New ("RCN") Asset Listing and
recommends that its value not be accepted for purposes of setting rates in this
proceeding.

35
36

3. Staff recommends that Tubac's depreciation rates be used for this proceeding.

37
38
39

4. Staff recommends the acceptance of Tubac's proposed Service Line and Meter
Installation Charges, except for the 2-inch meter size. For the 2-inch size, Staff
recommends adopting a charge of "At cost".
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1

2

5. Staff recommends that Tubac file a curtailment plan tariff within 90 days after the
effective date of an order issued in this proceeding.

3

4 HAVASU WATER DISTRICT

5 Conclusions

A. The Havasu water system has adequate well and storage capacities to serve the
customer base.

B. ADEQ has determined that Havasu's system, PWS #08-015, is currently delivering
water that meets the water quality standards required by Arizona Administrative
Code, Title 18, Chapter 4.

6

7

8

9

10

11

12

13

14

15

16

17

c. Because Havasu has arsenic concentrations of 18 ppb at both Wells #8 and #9,
Havasu is currently evaluating its options to achieve the new arsenic MCL of 10
ppb. Havasu is not asking for any arsenic removal cost recovery in this proceeding.

D. Havasu is not located within any AMA, therefore, is not subject to any AMA's
reporting and conservation requirements.

18

19

20

21

22

E. Havasu has no outstanding Commission compliance issues.

23
24
25

F. Staff has confirmed that the Havasu post-test year plant items for Account Nos.
304, 330 and 331 were in service before December 31, 2002 and finds these plant
items to be used and useful from an engineering perspective.

26 Recommendations

1. Havasu's water system has a non-account water loss of 14.2% which is not within
the acceptable limits. Staff recommends that effective upon the date an order is
issued in this proceeding, Havasu should monitor its system and file semi-annual
reports within 30 days after the end of each 6-month period for one year, with the
Director of the Utilities Division, indicating the quantity of water pumped, gallons
sold and water loss percentage for each month during that 6-month period. If the
reduction of water loss to less than 10% cannot be achieved, Havasu shall submit
to the Director of the Utilities Division a plan which outlines the procedures, steps,
and time frames to achieve acceptable water losses. This plan shall be submitted
within 18 months after the effective date of an order issued in this proceeding.

27

28

29

30

31

32

33

34

35

36

37

38

39

40

2. Water testing expenses are based upon participation in the ADEQ MAP. Annual
testing expenses should be adjusted to $3,356.

L
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1

2

3

3. Staff has evaluated Havasu's RCN Asset Listing and recommends that its values
not be accepted for purposes of setting rates in this proceeding.

4. Staff recommends that Havasu's depreciation rates be used for this proceeding.4
5
6
7
8
9

5. Staff recommends the acceptance of Havasu's proposed Service Line and Meter
Installation Charges, except for the 2-inch meter size. For the 2-inch size, Staff
recommends adopting a charge of "At cost".

10
11

6. Staff recommends that Havasu tile a curtailment plan tariff within 90 days after the
effective date of an order issued in this proceeding.

12

13

14

MOHAVE WATER DISTRICT

15

Conclusions

Camp Mohave System

A. Camp Mohave has a non-account water loss of 4.7% which is within acceptable
limits.

B. The Camp Mohave system has adequate well and storage capacities to serve the
customer base.

c. ADEQ has determined that the Camp Mohave system, PWS #08-037, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4.

16

17

18

19

20

21

22

23

24

25

26

27

28

29

D. Camp Mohave indicated its arsenic level for Well #2 is less than 3 ppb. Based on
this arsenic concentration, Camp Mohave is currently meeting the new MCL.

30 Lake Mohave Highlands System

E. The Lake Mohave Highlands system has adequate well and storage capacities to
serve the customer base.

31

32
33
34
35
36
37
38

F. ADEQ has determined that the Lake Mohave Highlands system, PWS #08-062, is
currently delivering water that meets the water quality standards required by
Arizona Administrative Code, Title 18, Chapter 4.
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1

2

3

4

G. Lake Mohave Highlands indicated its arsenic levels for Wells #1 and #2 to be both
at l  ppb. Based on these arsenic concentrations, Lake Mohave Highlands is
currently meeting the new MCL.

5 Desert Foothills System

H. The Desert Foothills system has adequate well and storage capacities to serve the
customer base.

6

7

8

9

10

11

12

I . ADEQ has determined that the Desert Foothills system, PWS #08-137, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4.

13

14

15

16

J. Desert Foothills indicated its arsenic level for Well #2 to be 8.3 ppb. Based on this
arsenic concentration, Desert Foothills is currently meeting the new MCL.

17 Rio Vista Ranches System

K. Rio Vista Ranches is a consecutive water system to Bermuda Water Company
("Bermuda") and has no master-meter, therefore, the water loss cannot be
determined. ,

L . Rio Vista Ranches is a consecutive water system to Bermuda and has no well,
storage or pumping facilities.

M. ADEQ has determined that the Rio Vista Ranches system, PWS #08-333, is
currently delivering water that meets the water quality standards required by
Arizona Administrative Code, Title 18, Chapter 4.

n.

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

Since Rio Vista Ranches receives its source supply from Bermuda, Bermuda has
indicated their arsenic levels from their wells serving Rio Vista Ranches range
from l ppb to 5 ppb. Based on these arsenic concentrations, Rio Vista Ranches is
currently meeting the new MCL.

Mohave Water - Main System

0. The Mohave Water - Main system has adequate well and storage capacities to
serve the customer base.

35

36
37
38
39
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p. ADEQ has determined that the Mohave Water - Main system, PWS #08-032, is
currently delivering water that meets the water quality standards required by
Arizona Administrative Code, Title 18, Chapter 4.

Q. Mohave Water - Main indicated its arsenic levels for all its six wells have levels of
4 ppb or less. Based on these arsenic concentrations, Mohave Water - Main is
currently meeting the new MCL.

R. The Mohave Water District is not located in any Active Management Area.

1

2

3

4

5

6

7

8

9

10

11

12

13

s. The Mohave Water District has no outstanding Commission compliance issues.

14 Recommendations

15

16 Camp Mohave System

17

18

19

1. Water testing expenses are based upon participation in the ADEQ MAP.
testing expenses should be adjusted to $682.

Annual

20 Lake Mohave Highlands System

2. Lake Mohave Highlands has a non-account water loss of 29.5% which is not
within the acceptable limits. Staff recommends that effective upon the date an
order is issued in this proceeding, Lake Mohave Highlands should monitor its
system and tile semi-annual reports within 30 days after the end of each 6-month
period for one year, with the Director of the Utilities Division, indicating the
quantity of water pumped, gallons sold and water loss percentage for each month
during that 6-month period. If the reduction of water loss to less than 10% cannot
be achieved, Lake Mohave Highlands shall submit to the Director of the Utilities
Division a plan which outlines the procedures, steps, and time frames to achieve
acceptable water losses. This plan shall be submitted within 18 months after the
effective date of an order issued in this proceeding.

21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

3. Water testing expenses are based upon participation in the ADEQ MAP. Annual
testing expenses should be adjusted to $718.

\
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1 Desert Foothills System

4. Desert Foothills has a non-account water loss of 12.2% which is not within the
acceptable limits. Staff recommends that effective upon the date an order is issued
in this proceeding, Desert Foothills should monitor its system and file semi-annual
reports within 30 days after the end of each 6-month period for one year, with the
Director of the Utilities Division, indicating the quantity of water pumped, gallons
sold and water loss percentage for each month during that 6-month period. If the
reduction of water loss to less than 10% cannot be achieved, Desert Foothills shall
submit to the Director of  the Utilit ies Division a plan which outlines the
procedures, steps, and time frames to achieve acceptable water losses. This plan
shall be submitted within 18 months after the effective date of an order issued in
this proceeding.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

5. Water testing expenses are based upon participation in the ADEQ MAP. Annual
testing expenses should be adjusted to $1,174.

17 Rio Vista Ranches System

18
19
20

6. Water testing expenses are based upon non-participation in the ADEQ MAP.
Annual testing expenses should be adjusted to $246.

21 Mohave Water - Main System

7. Mohave Water - Main has a non-account water loss of 19.3% which is not within
the acceptable limits. Staff recommends that effective upon the date an order is
issued in this proceeding, Mohave Water - Main should monitor its systems and
file semi-annual reports within 30 days after the end of each 6-month period for
one year, with the Director of the Utilities Division, indicating the quantity of
water pumped, gallons sold and water loss percentage for each month during that
6-month period. If the reduction of water loss to less than 10% cannot be achieved,
Mohave Water - Main shall submit to the Director of the Utilities Division a plan
which outlines the procedures, steps, and time frames to achieve acceptable water
losses. This plan shall be submitted within 18 months after the effective date of an
order issued in this proceeding.

8. Water testing expenses are based upon non-participation in the ADEQ MAP.
Annual testing expenses should be adjusted to $16,590.

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

9. Staff has evaluated Mohave Water District's RCN Asset Listing and recommends
that its value not be accepted for purposes of setting rates in this proceeding.
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10. With the exception of one project at $72,240, Staff has confirmed that Mohave
Water District's post-test year plant items for Account Nos. 304 (partial), 311, 320
and 330 were in service before December 31, 2002 and finds these plant items to
be used and useful from an engineering perspective.

11. Staff recommends that Mohave Water District's depreciation rates be used for this
proceeding.

12. Staff recommends the acceptance of Mohave Water District's proposed Service
Line and Meter Installation Charges, except for the 2-inch meter size. For the 2-
inch size, Staff recommends adopting a charge of "At cost".

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

13. Staff recommends that Mohave Water District file curtailment plan tariffs for all
its systems within 90 days after the effective date of an order issued in this
proceeding.

16

17 Q- Does this conclude your direct testimony?

18 A. Yes, it does.
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Engineering Report for Arizona-American
Water Company (Tubac Water District)

Docket No. W-01303A-02-0908 (Rates)
I

By: Marlin Scott, Jr.
Utilities Engineer

\ ' l
August 26, 2003

CONCLUSIONS

A. Arizona-American Water Company - Tubac Water District ("Tubac") has a non-account
water loss of 7.1% which is within acceptable limits. (See Section C, page 9.)

B. Staff concludes that the system has adequate well and storage capacities to serve the
customer base. (See Section C, page 9.)

c. The Arizona Depa ent of Environmental Quality ("ADEQ") has determined that
Tubae's system, PWS #12-001, is currently delivering water that meets the water quality
standards required by Arizona Administrative Code, Title 18, Chapter 4. (See Section E,
page 10.)

D. Because Tubac has arsenic concentrations of 30 ppb and 36 ppb for Wells #2 and #4,
respectively, Tubac is currently evaluating its options to achieve the new arsenic level of
10 parts per billon. Tubac is not asldng for any arsenic removal cost recovery in this
proceeding. (See Section E, page ll.)

E. Tubac is located within the Santa Cruz Active Management Area ("AMA') and is in
compliance with the AMA's reporting and conservation requirements. (See Section F,
page 11.)

F. Tubac has no outstanding Arizona Corporation Commission compliance issues. (See
Section G, page 11.)

G. Staff has confirmed that the post-test year plant items for Account Nos. 311 and 331 were
in service before December 31, 2002 and finds these plant items to be used and usetiil
from an engineering perspective. (See Section H, page 12.)

RECOMMENDATIONS

1. Staff recommends the adoption of Tubae's annual water testing cost of $1,420. (See
Section E, page 10.)
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2. Staff has evaluated Tubac's Reproduction Cost New ("RCN") Asset Listing and
recommends that its value not be accepted for purposes of setting rates in this proceeding.
(See Section H, page ll.)

3. Staff recommends that Tubac's depreciation rates delineated in Table A be used for aNs
proceeding. (See Section J, page 13.) `

4. Staff recommends the acceptance of Tubac's proposed Service Line and Meter
Installation Charges, except for the 2-inch meter size. For the 2-inch size, Staff
recommends adopting a charge of "At cost". (See Section K.1, page 14.)

5. Staff recommends that Tubac file a curtailment plan tariff within 90 days after the
effective date of an order issued in this proceeding. (See Section K.2, page 15.)
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Well Information
I

Well #2
Country Club

Well #3
Valley Vitus

Well #4
Palo Parado

i ADWR ID No. 55-604371 55-604370 55-5050213
| Location No. D(21 -l3)6ddc D(21 -13)6aac D(21-13)7caa

Casing Size 12-inch 12-inch 16~inch

Casing Depth 140 ft. 204 ft. 650 feet
Pump Size 40-Hp 20-Hp 75-Hp

~ePump T Vertical Turbine Vertical Turbine Vertical Turbine
Pump Yield 300 GPM 180 GPM 500 GPM

i Wellhead meter 4-inch 3-inch 8-inch
Year Drilled 1.965 1965 1983
Pressure (surge) Tank 5,000 gallons 5,000 gallons 5,400 gallons

I Fencing 110' x 100' 50' x 50' 100' x 50'

Equipment Capacity

Storage tank 50,000 gallons

Booster pumps Two 5-Hp & one natural gas
Pressure tanks 5,000 gallon & 2,000 gallon
Fencing 160' x 40'

Originally built in 1983.. ..and rebuilt in 1994.

l Jo

Az-Am Water Company -- Tubae Water District
August 26, 2003
Page 4

A .  L O C A T I O N  O F  T U B A C

Arizona-American Water Company - Tubac Water District ("Tubac") serves the
community of Tubac which is located approximately 20 miles north of Nogales along
kiterstate 19. Figure l shows the location of Tubac within Santa Cruz County and Figure
2 shows the 6-1/2 square-miles of certificated area.

B. DESCRIPTION OF THE WATER SYSTEM

The water system was field inspected on February 20, 2003, by Marlin Scott, Jr., Staff
Utilities Engineer, in the accompaniment of Tom DeYoung, Operations Superintendent
Production, and Kathy Hackett, Plant Operator, for Tubac.

The current operation of the water system consists of three well sites, a storage
tank/booster station site, and a distribution system serving an average of 490 customers in
the 2001 during the test year. A schematic of this system process is shown as Figure 3.
A detailed plant facility listing follows:

Table 1. Well Data

i

r

l

Table 2. Palo Parado Water Pumping Plant Z



Diameter Material Length

6-inches and over Various 74,145 ft.
4~inches and under Various 28,468 ft.

Total: 102,613 ft.

Size Quantity

5/8 x 3/4-inch 454
3/4-mch 0

1 - inch 28

1-1/2-inch 3

2~1nch 3

3-inch 2

Total: * 490

Size Quantity

Standard 44

Equipment & Structures

Storage - metal building, 8' x 18' at Well Site #2

Generator - natural gas, 100 kW at Well Site #4

Az-Am Water Company - Tubac Water District
August 26, 2003
Page 5

Table 3. Water Mains

Table 4. Customer Meters

*Note: Average number dun'ng 2001.

Table 5. Fire Hydrants

Table 6. Equipment & Structures
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Figure 1. Santa Cruz County Map
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Distribution System
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Z

Figure 3. System Schematic

AZ AM- TUBAC DISTRICT
System Schematic Distribution System
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Well #3 :
12" casing x 204' deep
20~I-Ip very. @ 180 GPM
5,000 gal. surge tank

Palo Parado Pumping Plant:
50,000 gal. storage tank
Two 5-Hp booster pumps & one gas booster pump
5,000 gal. & 2,000 gallon pressure tanks
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Based on the information provided by Tubac, water use for the year 2002 is presented
below. Customer consumption included a high monday water use of 776 gallons per day

("GPD") per connection in June and a low monthly water use of 392 GPD per connection
in March for an average annual use of 568 GPD per connection.

Az-Am Water Company - Tubae Water District
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Water Sold

c. WATER USE
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Non-Account Water
J

x

Tubac reported 105,361,000 gallons pumped and 97,876,000 gallons sold, resulting in a
water loss of 7.1%. Non-account water should be 10% or less.

E ;
i i 5

Svstem Analysis

Z

i
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r
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a
!

The water system's current well capacity of 980 gallons per minute ("GPM") and storage
capacity of 50,000 gallons is adequate to serve the present customer base and reasonable
growth. \.

v . ;
D. GROWTH

Figure 5 depicts
growth for the next

actual growth during the past eleven years and projects
five Based base used inyears. on customer data

an estimated
Staff's last
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E. OF ENVIRONMENTAL QUALITY (ADEQ)E
8
I;J

ARIZONA DEPARTMENT
COMPLIANCE

Y*

F

5

Compliance

l
J

ADEQ has determined that the Tubae system, PWS #12-001, is currently delivering water
that meets the water quality standards required by Arizona Administrative Code, Title 18,
Chapter 4.

r

gr: 1

L_!
Water Testing Expense

i

Tubae reported its water testing expense at $1,420 during the test year. Tubae estimates
that water testing costs for the next three years will average $2,101. Staff considers both
the reported expense amount .and the estimated cost amount to be reasonable. Therefore,
Staffrecommends the adoption of Tubac's annual water testing cost of $1 ,420.

.,»

Arsenic
.. 82'

The U.S. Agency the
contaminant level ("MCL") in drinking water from 50 parts per billion ("ppb") to 10 ppb.

Environmental Protection has reduced arsenic maximum
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The date for compliance with the new MCL is January 23, 2006. Tubac indicated its
arsenic levels for Well #2 at 30 ppb, Well #3 at 2.7 ppb and Well #4 at 36 ppb. Based on
these arsenic concentrations, Tubac is currently evaluating its options for Well #2
(possible retirement) and Well #4 (adsorption treatment method) in order to achieve the
10 ppb MCL. Tubac is also following an arsenic pilot study in its Sun City West District
for media selection guidance. A preliminary design for arsenic treatment is scheduled by
Tubac to occur sometime in 2003. Tubac is not asking for arsenic removal cost recovery
in this proceeding.

F. ARIZONA DEPARTMENT OF WATER RESOURCES COMPLIANCE

Tubac is located in the Santa Cruz Active Management Area. During the test year, Tubac
pumped more than 250 acre-feet per year. If a water company pumps more than the 250
acre-feet per year it is considered a "large provider" by the ADWR and is subject to the
gallons per capita per day ("gpcd") limit and conservation rules. Alter contacting
ADWR's Santa Cruz Active Management Area office, Staff learned that Tubac is in
compliance with ADWR's monitoring and reporting requirements.

G. ARIZONA CORPORATION COMMISSION COMPLIANCE

A cheek with the Utilities Division CompliaNce Unit showed no outstanding compliance
issues for Tubac.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (OC)

Tubac submitted an RCN Asset Listing for the year ending December 31, 2001. This
RCN reported an OC plant-in-service value of $1,993,l15 and an RCN plant-in-service
value of $3,476,815. Staff has evaluated Tubac's RCN and recommends that its cost
values not be accepted for purposes of setting rates in this proceeding for the following
reasons:

X

2.

3.

1. The RCN submitted by Tubac is no more than an "asset listing" that lists all
the assets of the utility even if an asset item is retired, abandoned or no longer
exists. If an RCN is to be considered, the RCN should be a "valuation study"
to reproduce, replace or reconstruct existing physical properties (actual plant
that is used and useful);
Tubac's RCN has incomplete Plant Descriptions and Quantities.
The Handy-Whitman Factors were not used properly. Tubac used a composite
Index number for all plant accounts. The actual Handy-Whitman Index
numbers are arranged to follow the classification of the National Association
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of Regulatory Utility Commissioners ("NARUC") Account numbers and
differ by geographical regions.

4. Tubac trended all plant items using their composite Handy-Whitman Factor.
Handy-Whitman is used to trend cost for utility construction and should not be
used for plant items like Office Furniture, Computer, Transportation, Stores,
Tools, and CommuniCation Equipment.

5. Tubac trended the OC values for Accounts in Organization, Franchises, and
Land & Land Rights. These Accounts should not be trended in RCN Studies.

6. Tubae added corporate overhead to the asset items in a haphazard fashion
without identification which makes it impossible to perform an accurate RCN.

7. No contributed plant was identified or removed from the plant-in-service base.

Through the field inspection and the RCN Asset Listing, Staff identified the following
plant items as not used and useful:

Staffs Adjustment - Well #1 not used and useful:
Acct. 314 - Well #1 at OC of$617
Acct. 314 Well #l at OC of$l,007

J

Total: $1,624

1. POST-TEST YEAR PLANT

In its rate application tiling, Tubac submitted $44,500 worth of post-test year plant for die
year 2002. This $44,500 was based on estimated budget projections and not on actual
costs. In response to Staffs data requests, Tubac has submitted actual project cost
amounts as follows:

Acct. No. Description
Estimated
Amounts

Actual
Amounts

304
311
331
340
346

Structures & Improvements
Pumping Equipment
Transmission & Distribution
Office Furniture ac Equipment
Communication Equipment

$500
$2,450

$37,050
$3,800

$700

$734
$28,825
$55,070
$3,237

$785

Total: $44,500 $88,861

Staff has inspected and verified plant items for Account Nos. 311 and 331. As revealed
through the field inspection and data requests, these post-test year plant items were
constructed and placed into service before December 31, 2002. Therefore, Staff ends



Account No. RateDepreciable Plant t
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1301
302

303

0%
0%
0%

Intangible
Organization
Franchises
Miscellaneous Intangibles

8
!x

gQ
5

i
3 0%

2.40%
0%
0%

3.08%

310
311
312
313
314

Source of Supply
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res.
Lakes, Rivers, Other Intakes
Wells and Springs

3
I

!
3
98
;
g!
s

1
8

E

4

3
3I
s
I

320
321
323
325
326

328.10

Plllllpillg
Land and Land Rights
Structures and Improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipment

l;4a;g-v;\s¢:wr=°i=\-;
. 0 \

i
i

0%
1 .94%

0%
4.24%

4 24%

i x
l

0%
0%

330
331
332

1?'8<§":*Q1€

0

Water Treatment
Land and Land Rights
Structures and Improvements
Water Treatment Equipment

g
i
3
5

340
341
342

Transmission and Distribution
Land and Land Rights
Structures and Improvements
Distribution, Reservoirs, & ST

Z
1I
8

1

0%
1.92%
1.62%
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these post-test year plant items for Account Nos. 311 and 331 to be used and use1':i11 from

an engineering perspective. -

J. DEPRECIATION R.ATES

Tubac conducted a book depreciation study for the Tubac water system in the prior rate
proceeding (Decision No. 60172, dated May 7, 1997).. However, in that proceeding,
Tubac's study was not approved and the current authorized depreciation rates at that time
were readopted. These same readopted rates were used by Tubac in this rate proceeding,
with the addition of five proposed rates, and are presented in Table B. Staff recommends
that Tubac's depreciation rates delineated in Table B be used for this proceeding.

Table B. Water Depreciation Rates

F

f r



1I
I
1
I

I

I

1

0%

3.28%
3.28%

35100. re
l

|

|
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II
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I

I

l

2

I
i
I
3i

i

4.00%
3.42%

0%
0%

5.03%

389
390
391

391.10
392
393
394
395
396
397
398 !

i

General
Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

I
I

I
i

I
I
I

1n
1 .97%
0%

2.45%
2.42%
1 .97%
0%

343
344
345
346
348
349

Transmission and Distribution
Fire Malns
Services

. Meters
Hydrants
Other Transmission & Distribution

I
I1

I-I

I

|

Meter Sizei Current Charges Proposed Charges Staff Recommendation

5/8 x3/4-inchi $320 $500 $500

3/4-inch $360 $575 $575

1 -inch $420 $600 $660

1-1/2-inch $635 $900 $900

2-inch $1,090 $2,200 At cost

I

Az-Am Water Company - Tubae Water District
August 26, 2003
Page 14

x
L»~11x.'x-inlnka v
mtg; New addition of depreciation rates in this proceeding.

K OTHER ISSUES

1.Service Line and Meter Installation Charges

Tubac has requested to change its service line and meter installation charges. These
charges are refundable advances and Tubac's proposed charges are within Staffs
experience of reasonable and customary charges, with the exception of the 2-inch meter.
Therefore, Staff accepts Tubac's proposed service line and meter installation charges,
with the exception of the 2-inch meter size. For 2-inch meters, the typical charges vary
according to meter type (turbine or compound). Therefore, Staff recommends adopting a

"service line and meter installation charge of "At cost" for the 2-inch size.

Table C. Service Line and Meter Installation Charges

|



3-inch At cost At cost At cost

4-inch At cost At cost At cost

6-mch At cost At cost At cost

Az-Am Water Company ... Tubac Water District
August 26, 2003
Page 15

2. Curtailment Plan Tar i f f

A curtailment plan tariff is an effective tool to allow a water company to manage its
resources during periods of shortages due to pump breakdowns, droughts, or other
unforeseeable events. Since Tubac does not have this type of tariff, this rate proceeding
provides an opportune time to prepare and file such a tariff Staff recommends that
Tubac file a curtailment plan tariff within 90 days alter the effective date of an order
issued in this proceeding. This tariff shall be submitted to the Director of Utilities
Division for his review and certification. Staff also recommends that this tariff shall
generally conform to the sample tariff found posted on the Commission's web site
(www.cc.state.az.us/utilitv) or available upon request from Commission Staff.
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EXHIBIT MSJ-2
v

\
Engineering Report for Arizona-American
Water Company (Havasu Water District)

Docket No. WS-01303A-02-0869 (Rates)

\I

By: Marlin Scott, Jr.
Utilities Engineer

August 26, 2003

CONCLUSIONS

A. The Arizona-American Water Company - Havasu Water District ("Havasu") system has
adequate well and storage capacities to serve the customer base. (See Section C, page
11 .)

a

B. The Arizona Department of Environmental Quality .("ADEQ") has determined that
Havasu's system, PWS #08-015, is currently delivering water that meets the water quality
standards required by Arizona Administrative Code, Title 18, Chapter 4. (See Section E,
page 12.)

c. Because Havasu has arsenic concentrations of 18 parts per billon ("ppb") at both Wells
#8 and #9, Havasu is currently evaluating its options to achieve the new arsenic level of
10 ppb. Havasu is not asking for any arsenic removal cost recovery in this proceeding.
(See Section E, page 13.)

D. Havasu is not located within any Active Management Area ("AMA"), therefore is not
subject to any.AMA's reporting and conservation requirements. (See Section F, page 14.)

E. Havasu has no outstanding Arizona Corporation Commission compliance issues. (See
Section G, page 14.)

F. Staff has confirmed that the Havasu post-test year plant items for AccountNos.304, 330
and 331 were in service before December 31, 2002 and finds these plant items to be used
and useful from an engineering perspective. (See Section H, page 15.)

Z

RE C OMMENDATIONS

1. Havasu has a non-account water loss of 14.2% which is not within the acceptable limits.
Staff recommends that effective upon the date an order is issued in this proceeding,
Havasu should monitor its system and file semi-annual reports within 30 days after the
end of each 6-month period for one year, with the Director of the Utilities Division,
indicating the quantity of water pumped, gallons sold and water loss percentage for each



As-Am Water Company .- Havasu Water District
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month during that 6-month period. If the reduction of water loss to less than 10% cannot
be achieved, Havasu shall submit to the Director of the Utilities Division a plan which
outlines the procedures, steps, and time frames to achieve acceptable water losses. This
plan shall be submitted within 18 months after the effective date of an order issued in this
proceeding. (See Section C, page ll.)

Water testing expenses are based upon participation in the ADEQ Monitoring Assistance
Program. Annual testing expenses should be adjusted to $8,356 as described in Table A.
(See Section E, page la.)

Staff has evaluated Havasu's Reproduction Cost New ("RCN") Asset Listing and
recommends that its values not be accepted for purposes of setting rates in this
proceeding. (See Section H, page 14.)

Staff recommends that Havasu's depreciation rates delineated in Table B be used for this
proceeding. (See Section J, page 16.) §

Staff recommends the acceptance of Havasu's proposed Service Line and Meter
Installation Charges, except for the 2-inch meter size. For the 2-inch size, Staff
recommends adopting a charge of "At cost". (See Section K.1, page 17.)

Staff recommends that Havasu file a curtailment plan tariff within 90 days after the
effective date of an order issued in this proceeding. (See Section K.2, page 18.)



R
IL

)

. " .

L "

3
Az-Am Water Company - Havasu Water District
August 26, 2003
Page 3

9
I

TABLE OF CONTENTS

3
8:J PAGE

ENGINEERING REPORT FOR ARIZONA-AMERICAN WATER COMPANY (HAVASU WATER D1STR1CT) .1
3

r

A . H A nuau9l:nouna»:nos0os0n»ll»ll¢lo¢¢»»lliQ¢»l»ll»»c¢lll»lol0»0»¢aaaniontootcuso009400l099ll0on0aQIQ0uanonsoonnqolanlo»l¢¢¢¢¢l¢¢»¢¢;¢lll 4

s'*
;P;
L*..I
To ...

5

C . sovaosonsuhonuslotto:QoluulooouInneoconoaaan994999494;9ggaa;494;naonannmnaaououooaoolnsoolunonouanon4soocooocl04009009909nosanauuauouoaaaaoounuou¢¢|¢¢|
1
3

i I

WATER SoLD.. .11

FIGURE 4. WATERUSE. .11

NON-ACCOUNT WATER. .11

SYSTEM ANALYSIS 12

c . I
IrI
EI

i "  J
»

D . auneioooaioo!ll»¢¢0ao¢¢uDI0ill0uII000009auuenoa9a¢onnoannaacaiaaaonnonan¢»¢¢¢oo|¢o|¢o\o»o¢»I¢»ononuuuuununoc|4041tal09slno0009oinosnssuouusanaoncsaooon¢o¢¢n¢

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ......

I

3

i
i..J

COMPLIANCE ..

WATER TEST1NG EXPENSE .

TABLE A. WATER TESTING COST ..

ARSENIC 1

.12

.13

.13

.13

F ARIZONA DEPARTMENT OF WATER RESOURCES COMPLIANCE 14
"

I

3
i

E
J

G. ARIZONA CORPORATION COMMISSION COMPLIANCE 14

I
H. REPRODUCTION COST NEW AND ORIGINAL COST 14

1 . na 000l|0|40na0|ooon0Q0soonon|on0|so000Qsoouooioso9099oeQQuanQcus|0000iuooslllo0|Qonoocintainnacu»»so»0ooou0¢»os¢¢¢¢¢¢»noo»¢|»¢¢¢|

pl

J
J . 0 naouoloso0oIn9|990000009000sooo000409001Qoo0n09|ina!»»¢»»l9¢¢u¢uaonoust0990000leanun0|0|ano0uncutonanalanonosoasnoosaeuoooonoaaostn 16

TABLE B. A ER DEPRECIA ION RATES.. I 16

K . aooosonan»¢»¢al¢oo»»|o|¢¢¢l\0o»»a»o¢oo4o\¢o»o||»|ovooeiaoQanoaanunnnuQoanonaosaoanouosonooaes 9llQonus:canonososonoau»¢¢»¢u¢¢¢¢»¢¢o¢»»¢¢oaoa¢oco\uo\ 1

1
f 1. SERVICE LINE AND METER INSTAL1.ANON CHARGES . . 17

TABLE c. SERV1CE LINE AND METER INSTALLAT1ON CHARGES.. . 17



!

Well Information Well #1
(Not-in-Service)

Well #2
(Not-in-Service)

Well #3

ADWR ID No.|
| 55-601829 55-534237 55-601831
|

Casing Size 6-inch 12-inch 8-inch
180 ft. 148 ft. 160 feet

!

Pump Size 7-1/2-Hp 15-Hp
i
Pump T ~e Submersible Submersible

§ Pump yield 50 GPM 250 GPM
i Wellhead meter 4-inch
I Treatment Gas chlorination
! Generator Natural gas
! Fencing 30' x 40' 50' x 50' 50' x 1l0'

Az-Am Water Company .- Havasu Water District
August 26, 2003
Page 4

A. LOCATION OF HAVASU

Arizona-American Water Company .- Havasu Water District ("Havasu") serves a
community in the northern portionT>f Lake Havasu City, Mohave County. Figure 1
shows the location of Havasu within Mohave County and Figure 2 shows the certificated
areas, a 5-1/2 square-mile area in Lake Havasu City and a 1/4 square-mile area at
Interstate 40.

The 1/4 square-mile certificated area located at the intersection of Highway 95 and
Interstate 40 is approximately 12 miles north of Lake Havasu City. This area is known as
Arizona Gateway and is not part of this rate proceeding due to the fact that Havasu does
not own the water facilities and no customers are being billed at this time.

B. DESCRIPTION OF THE WATER SYSTEM

The water system was field inspected on March 25, 2003, by Marlin Scott, Jr., Staff
Utilities Engineer, in the accompaniment of Mark Clark, Operations Manager and Dave
Evans, Operations Superintendent, for Havasu.

The current operation of the water system consists of five wells, storage tank/booster
station sites, and a distribution system serving 1,189 customers at the end of the test year.
A schematic of this system process is shown as Figure 3. A detailed plant facility listing
follows:

Table 1-A. Well Data

-|



I

Well Information
v Well #4

(Construction well)
Well #5

(With Wellsite #3)
Well #6

(Not-in-Service)

55-601832 55-601833
10-inch 8-inch
245 ft. 150 ft. 355 ft.
5-Hp 30-Hp

Submersible Submersible
75 GPM 175 GPM
2-inch 3-lnch
None Gas chlorination
None Natural gas

20' x 20' 5 0 ' x 1 l 0 '

Casing Size
Casing Depth
Pump Size
Pump T ~e
Pump Yield
Wellhead meter
Treatment
Generator
Fencing

Well Information Well #7 Well #8
Well #9

(Not-ln.Service)

ADIw§3J5 No. 55-539686 55512988 New Well
Casing Size 10-lnch 8-inch
Casing Depth 150 feet 420 ft. 790 feet
Pump Size 20-Hp 15-Hp
Pump T ~e Submersible Submersible

i Pump Yield 550 GPM 100 GPM
Wellhead meter 6-inch 3-inch
Treatment Gas chlorination Gas chlorination
Generator None None
Fencing 40' x 50' 70' x 110'

Location Plant Capacity/Quantity

@ Well #3/#5 Storage tank 100,000 gallons

Booster pumps Two 25-Hp & one 30-Hp
Pressure tank 8,000 gallon

Fencing w/ wells) 50' x 1 l0'
r

Near Well #4 Storage tank 125,000 gallons
Booster pumps Two 25-Hp

Az-Am Water Company - Havasu Water District
August 26, 2003
Page 5

Table 1-B. Well Data

vNote: Well #4 is not connected to the distribution system.
Y

Table 1-C. Well Data

Table 2. Storage & Booster Plant



Pressure tank 10,000 gallon

Fencing 50' x 50'

I Well #8 Storage tank 250,000 gallons
Booster pumps Two 15-Hp & one 50-Hp

Pressure tank 10,000 gallon
Fencing w/ We1l#8) 70' x l 10'

125,000 gallonsBooster Station #3 Storage tank
Booster pumps Two 20-Hp & one 40-Hp
Pressure tank 5,000 gallon

Fencing 70' x 110'

Diameter Material *I* Length
r

6-inches and over
• -

Various 66§®é ft.
4-inches and under Various 21,968 ft.

Total: 81,970 ft.

Size * Quantity

5/8 x 3/4-inch 1,169
3/4-mch
1- inch 6

1-1/2-inch -

2~inch 5

3-mch 3

4-inch 6

6-inch Q

Total: 1,189

Az-Am Water Company - Havasu Water District
August 26, 2003
Page6

Table 3. Water Mains

** Note: Since Havasu did not provide this information, this data was retrieved
from the 1999 Annual Report.

Table 4. Customer Meters

*Note: At end of test year 2001 .



I

Size
-I

Quantity
r

Standard
1

Owned by Fire District

Equipment & Structures

Storage shed, 10' x 15' at Booster Station #3

Az-Am Water Company .- Havasu Water District
August 26, 2003
Page 7

Table 5. Fire Hydrants

Table 6. Equipment & Strucmes

I Field office trailer, 8' x 18' at Well #8

L...
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Figure 1. Mohave County Map
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Figure 2. Certificated Areas
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Figure 3. System Schematic

HAVASU WATER DISTRICT
System Schematic

A \

.  i€:;.

4

Booster Station #3:
. 125,000 gal. storage tank
Q<5)20/20/40 Hp booster pumps

5,000 gallon pressure tank

Distribution System

E

E

Well #8:
8" casing x 420' deep
15-Hp sub. @ 100 GPM

Gas chlorine

250,000 gal. storage tank

15/15/50 Hp booster pumps

10,000 gal. pressure tank

_ Gas chlorine

Well #9 (New):

790' deep - Capped

Well #1 :
Abandoned

4

Booster Station #4:
125,000 gal. storage tank
25/25 Hp booster pumps
10,000 gallon pressure tank

Well #4 (Construction well):
10" casing x 245' deep
5-Hp sub. @75 GPM

r - >
I .

I
I :

3 I

Well #7:
10" casing x 150' deep
20-Hp sub. @550 GPM
Gas chlorine

Well #2 - Capped

\ >

ps-

Well #3 :
8" casing x 160' deep
15-Hp sub. @250 GPM
Gas chlorine
100,000 gal. storage tank
30/25/25 Hp booster pumps
8,000 gal. pressure tank

Well #5:
I

i
i
i  I

8" casing x l50' deep
30~Hp sub. @ 175 GPM

4 4
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Based on the information provided by Havasu, water use for the year 2002 is presented
below. Customer consumption experienced a high monthly water use of 668 gallons per
day ("GPD") per connection in June and a low monthly water use of 237 GPD per
connection in December for an average annual use of 463 GPD per connection.
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Water Sold

c. WATER USE
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Figure 4. Water Use

Non-Account Water

I
l

: i

:A i
8._J

f

Havasu reported 239,785,000 gallons pumped and 205,784,000 gallons sold for the year
2002, resulting in a water loss of l4.2%. Non-account water should be 10% or less and
never more the 15%. Staff reviewed the 2002 Water Use Data Sheet submitted by
Havasu and questioned some of the monthly data, i.e., gallons sold is more diam gallons
pumped. Therefore, Staff recommends that effective upon the date an order is issued in
this proceeding, Havasu should monitor its system and file semi-annual reports within 30
days after the end of each 6-month period for one year, with the Director of the Utilities
Division, indicating the quantity of water pumped, gallons sold and water loss percentage
for each month during that 6-month period.

.a

If the reduction of water loss to less than 10% camlot be achieved, Havasu shall submit to
the Director of the Utilities Division a plan which outlines the procedures, steps, and time
frames to achieve acceptable water losses. This plan shall be submitted within 18 months
after the effective date of an order issued in this proceeding.
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s

System Analysis

i
i..»J.

system's current well capacity of 1,075 gallons
storage capacity of 600,000 gallons is adequate to serve the present customer base and
reasonable growth.

The water per minute ("GPM") and

|

i
}

D. GROWTH

9$44

Figure 5 details the customer growth using linear regression analysis. The number of
service connections was obtained from annual reports (under Havasu Water Company)
submitted to the Commission. During the test year 2001, Havasu had 1,189 customers
and it is projected that Havasu could have approximately 1,470 customers by 2007."w
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E. ARIZONA DEPARTMENT
COMPLIANCE

OF ENVIRONMENTAL QUALITY (ADEQ)

I

I
|
I Compliance

.  f

ADEQ has determined that the Havasu system, PWS #08-015, is currently delivering
water that meets the water quality standards required by Arizona Administrative Code,
Title 18, Chapter 4.

_~ 4
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Cost
per test

No. of
tests per 3

years

Total 3
year cost

Annual Cost

MAP

$17 144 $2 448

$240 MAP MAP

MAP MAP MAP MAP

Monitoring
(Tests per 3 years, unless noted.)

Inorganxcs Priority Pollutants

Radiochemical per 4 years

| Phase H and V.
4 .

8 2
- .. 1

$125

5-1
i ein

2. i. L

I Nltrate annual $25 15 $375

Nitrite once per period MAP MAP MAP MAP

Asbestos per 9 years MAP MAP MAP MAP

MAP IOns, SOCs, & VOCs MAP MAP MAP $2,332
Lead & Copper per 3 years $25 10 $250 |

I$83

Total|
|

E . . : .

}¥:..~
» 1?"' .
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$3,356

As-Am Water Company .- Havasu Water District
August 26, 2003
Page 13

Water Testing Expense

Havasu is subject to mandatory participation in the Monitoring Assistance Program
("MM"); Starting January 1, 2002, water companies paid a fixed $250 per year fee, plus
an additional fee of $2.07 per service connection, regardless of meter size for
participation in MAP. Participation in the MAP program is mandatory for water systems,
which serve less than 10,000 persons (approximately 3,300 service connections).

Havasu reported its water testing expense within the management fees during the test
year. Table A shows Staffs estimated annual monitoring expense with participation in
the MAP. Water testing expenses should be adjusted to the annual expense amount
shown in Table A, which is $3,356.

Table A. Water Testing Cost

L

Note: ADEQ's MAP invoice for the 2003 Calendar Year was $2,332.42.

Arsenic

The U.S. Environmental Protection Agency has reduced the arsenic maximum
contaminant level ("MCL") in drinldng water from 50 parts per billion ("ppb") to 10 ppb.
The date for compliance with the new MCL is January 23, 2006. Havasu indicated its
arsenic levels for Wells #8 and the new Well #9 to be both at 18 ppb. Based on these
arsenic concentrations, Havasu is currently evaluating its options for these wells, possibly
the adsorption treatment method, in order to achieve the 10 ppb MCL. Havasu is also
following an arsenic pilot study in its Sun City West District for media selection
guidance. A preliminary design for arsenic treatment is scheduled by Havasu to occur
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sometime 'm 2003 .
proceeding.

Havasu is not asldng for arsenic removal cost recovery in this

F. ARIZONA DEPARTMENT
COMPLIANCE

OF WATER RESOURCES (ADWR)

Havasu is not located in any ADWR Active Management Area. Havasu's water source is
supplied through wells that pump groundwater that is considered mainstream Colorado
River water. This water pumped is pursuant to a contract Arizona-American Water
Company has entered into with the U.S. Bureau of Reclamation that allows delivery up to
1,420 acre-feet per year. During the test year 2001, Havasu pumped 736 acre-feet of
water.

G. ARIZONA CORPORATION COMMISSION COMPLIANCE 8

A check with the Utilities Division Compliance Unit showed no outstanding compliance
issues for Havasu.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (OC)

Havasu submitted an RCN Asset Listing for the year ending December 31, 2001. This
RCN reported an OC plant-in-service value of $1,989,979 and an RCN plant-in-service
value of $3,l63,440. Staff has reviewed Havasu's RCN and recommends that its cost
values not be accepted for purposes of setting rates in this proceeding for the following
reasons:

1. The RCN submitted by Havasu is no more than an "asset listing" that lists all
the assets of the utility even if an asset item is retired, abandoned or no longer
exists. If an RCN is to be considered, the RCN should be a "valuation study"
to reproduce, replace or reconstruct existing physical properties (actual plant
that is used and useful).
Havasu's RCN has incomplete Plant Descriptions and Quantities.
The Handy-Whitman Factors were not used properly. Havasu used a
composite Index number for all plant accounts. The actual Handy-Whitman
Index numbers are arranged to follow the classification of the National
Association of Regulatory Utility Commissioners ("NARUC") Account
numbers and differ by geographical regions.

4. Havasu trended all plant items using their composite Handy-Whitman Factor.
Handy-Whitman is used to trend cost for utility construction and should not be
used for plant items like Office Furniture, Computer, Transportation, Stores,
Tools, and Communication Fquiprnent.

2.
3.
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5. Havasu trended the OC values for Accounts in Organization, Franchises, and
Land & Land Rights. These Accounts should not be trended in RCN Studies.

6. Havasu added corporate overhead to the asset items in a haphazard fashion
without identification which makes it impossible to perform an accurate RCN.

7. No contributed plant was identified or removed from the plant-in-service base.

Through the field inspection and the RCN Asset Listing, Staff identified the following
plant items as not used and useful:

Staff' s Adjustments (Plant items not used and useful) :
Acct. 310 Land - Well #l at OC of $2,000
Acct. 310 Land - Well #2 at OC of $2,000
Acct. 310 Land .. Well #6 at OC of$l,746
Acct. 311 Structure - Well #1 at OC of $401
Acct. 314 Well #1 at OC of$3,800
Acct. 314 Well #2 at OC of$2,564
Acct. 314 Well #6 at OC of $64,564
Acct. 325 Pump - Well #1 at OC of $244

Total: $77,319

1. POST-TEST YEAR PLANT

In its rate application filing, Havasu submitted $212,200 worth of post-test year plant for
the year 2002. This $212,000 was based on estimated budget projections and not on
actual cost amounts. In response to Staffs data requests, Havasu has submitted actual
project cost amounts as follows:

Acct. No. Description

Estimated
Amounts

Actual
Amounts

303
304
330
331
340
346

Land & Land Rights
Structures 8; Improvements
Distribution Reservoirs
Transmission & Distribution
Office Furniture & Equipment
Communication Equipment

$1,700
$28,300

$119,000
$38,900
$21,700
$2,600

$2,972
$38,587
$74,786
$60,041
$12,353
$5,540

Total: $212,200 $194,278

Staff has inspected and verified plant items for Account Nos. 304, 330 and 331. As
revealed through the field inspection and data requests, these post-test year plant items
were constructed and placed into service before December 31, 2002. Therefore, Staff
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RateAccount No. Depreciable Plant
1

I

I 0%
0%
0%

Intangible
Organization
Franchises

I Miscellaneous Intangibles

301
302
303

l

l
8
I

I

QI

330
331
332

i
|

I
7 0%

0%

12 .00%

Water Treatment
Land and Land Rights
Structures and Improvements
Water Treatment Equipment

I

l
I

I

I

0%
0%

2.33%
2.13%

0%

Transmission and Distribution
Land and Land Rights
Structures and Improvements
Distribution, Reservoirs, & ST
Transmission and Distribution
Fire Mains

340

341

342

343

344
I
I
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finds these post-test year plant items to be used and useful from an engineering
perspective.

J. DEPRECIATION RATES

In its prior rate proceeding and its Decision No. 57743, Havasu's depreciation rates were
adopted. These same rates were used by Havasu in this rate proceeding and are presented
in Table B. Staff recommends the depreciation rates delineated in Table B be used for
this proceeding.

Table B. Water Depreciation Rates

2
I

3i

I
i
|

I

I
I

I
I
I

310
311
312
313
314

g3
g
I

Source of Supply
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res.
Lakes, Rivers, Other Intakes
Wells and Springs

i
8~
8
I
I

0%
2.79%
2.54%

0%
2.54%

I

E
i
=

i

I

320
321
323
325
326

328.10

Pumping
Land and Land Rights
Structures and Improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipment

8
x

3
!

3 ,
0%
0%

5.12%
3.71%

0%
0%

II

i

!¥

I

i
I

I
i

I
I
I
I
I

I
I



I

Meter Sizei
i Current Charges Proposed Charges

|Staff Recommendation

5/8 x3/4-inch $275 $500 1$500

3/4-inch $295 $575 $575

1 -inch $325 $660 $660

1-1/2-inch $475 $900 $900
I

i

|

2-inch $650 $2,200 1At cost

Larger than 2" At cost At cost IAt cost

Az-Am Water Company - Havasu Water District
August 26, 2003
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345
346
348
349

3
3
ii

Services
Meters
Hydrants
Other Transmission & Distribution

2.89%
3.52%

0%
0%

i

1
I3
l

i
i
I

i
i
1
g
I

i General f

3
i

?
!
I
I
i

;ii
9

Es
;
EE
f
l

0%
2.03%
4.10%
4.10%
25.00%
3.93%
7.55%
3.06%
9.23%
4.10%
6.19%

389
390
391

391.10
392
393
394
395
396
397
398

i

I!I1
l
I
l
!

lE
E
i
f

Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

K_ OTHER ISSUES

1. Service Line and Meter Installation Charges

Havasu has requested to change its service line and meter installation charges. These
charges are refundable advances and Havasu's proposed charges are within Staff s
experience of reasonable and customary charges, with the exception of the 2-inch meter.
Therefore, Staff accepts Havasu's proposed service line and meter installation charges,
with the exception of the 2-inch meter size. For 2-inch meters, the typical charges vary
according to meter type (turbine or compound). Therefore, Staff recommends adopting a
service line and meter installation charge of "At cost" for the 2-inch size.

Table C. Service Line and Meter Installation Charges
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2. Curtailment Plan Tariff

A curtailment plan tariff is an effective tool to allow a water company to manage its
resources during periods of shortages due to pump breakdowns, droughts, or other
unforeseeable events. Since Havasu does not have this type of tariff, this rate proceeding
provides an opportune time to prepare and file such a tariff. Staff recommends that
Havasu file a curtailment plan tariff within 90 days after the effective date of an order
issued in this proceeding. This tariff shall be submitted to the Director of Utilities
Division for his review and certification. Staff also recommends that this tariff shall
generally confonn to the sample tariff found posted on the Commission's web site
(www.cc.state.az.us/utilitv) or available upon request Hom Commission Staff.

Z
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EXHIBIT MSJ-3

'.
Engineering Report for Arizona-American
Water Company (Mohave Water District)

Docket No. ws-01303A.02-0869 (Rates)

' l

By: Marlin Scott, Jr.
Utilities Engineer

\
August 26, 2003

The Arizona-American Water Company -Mohave Water District consists of five water systems,
1) Camp Mohave System, 2) Lake Mohave Highlands System, 3) Desert Foothills System, 4) Rio
Vista Ranches System, and 5) Mohave Water - Main System.

CONCLUSIONS

Camp Mohave Svstem

A. Camp Mohave has a non-account water loss of 4.7% which is within acceptable limits.
(See Section C, page 18.1

B. The Camp Mohave system has adequate well and storage capacities to serve the customer
base. (See Section C, page 19.)

c. The Arizona Department of Environmental Quality ("ADEQ") has determined that the
Camp Mohave system, PWS #08-037, is currently delivering water that meets the water
quality standards required by Arizona Administrative Code, Title 18, Chapter 4. (See
Section E, page 19.) .

D. Camp Mohave indicated its arsenic level for Well #2 is less than 3 parts per billon
("ppb"). Based on this arsenic concentration, Camp Mohave is currently meeting the new
arsenic level. (See Section E, page 20.)

Lake Mohave Highlands Svstem

E. The Lake Mohave system has adequate well and storage capacities to serve the customer
base. (See Section C, page 25.)

F. ADEQ has determined that the Lake Mehave system, PWS #08-062, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4. (See Section E, page 26.)
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Mohave Water District

G. Lake Mohave indicated its arsenic levels for Wells #1 and #2 to be both at l ppb. Based
on these arsenic concentrations, Lake Mohave is currently meeting the new arsenic level.
(See Section E, page 26.)

Desert Foothills System

H. The Desert Foothills system has adequate well and storage capacities to serve the
customer base. (See Section C, page 31.)

I. ADEQ has determined that the Desert Foothills system, PWS #08-137, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4. (See Section E, page 31.)

J. Desert Foothills indicated its arsenic level for Well #2 to be 8.3 ppb. Based on this
arsenic concentration, Desert Foothills is currently meeting the new arsenic level. (See
Section E, page 32.1

Rio Vista Ranches System

K. Rio Vista is a consecutive water system to Bermuda Water Company ("Bermuda") and
has no master-meter, therefore, the water loss cannot be determined. (See Section C,
page 35.)

L. Rio Vista is a consecutive water system to Bermuda and has no well, storage or pumping
facilities. (See Section C, page 35.)

M. ADEQ has determined that the Rio Vista system, PWS #08-333, is currently delivering
water that meets the water quality standards required by Arizona Administrative Code,
Title 18, Chapter 4. (See Section E, page 36.)

N. Since Rio Vista receives its source supply from Bermuda, Bermuda has indicated that
their arsenic levels from their wells serving Rio Vista range from l ppb to 5 ppb. Based
on these arsenic concentrations, Ric Vista is currently meeting the new arsenic level.
(See Section E, page 36.)

r

Mohave Water - Main System

o. The Mohave Main system has adequate well and storage capacities to serve the customer

base. (See Section C, page 43.)

P. ADEQ has determined that the Mohave Main system, PWS #08~032, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4. (See Section E, page 4-L.)
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Mohave Water District

Q. Mohave Main indicated its arsenic levels for all its six wells have levels of 4 ppb or less.
Based on these arsenic concentrations, Mohave Main is currently meeting the new arsenic
level. (See Section E, page 46.)

R. The Mohave Water District is not located in any Active Management Area. (See Section
F, page 46.)

S. The Mohave Water District has no outstanding Arizona Corporation Commission
compliance issues. (See Section G, page 46.)

RECOMMENDATIONSL 1

Camp Mohave System

1. Water testing expenses are based upon participation in the ADEQ Monitoring Assistance
Program. Annual testing expenses should be adjusted to $682 as described in Table CM-
A. (See Section E, page 19.)

Lake Mohave Highlands System

2. Lake Mohave has a non-account water loss of 29.5% which is not within the acceptable
limits. Staff recommends that effective upon the date an order is issued in this
proceeding, Lake Mohave should monitor its system and tile semi-annual reports within
30 days after the end of each 6-month period for one year, with the Director of the
Utilities Division, indicating the quantity of water pumped, gallons sold and water loss
percentage for each month during that 6-month period. If the reduction of water loss to
less than l0% cannot be achieved, Lake Mohave shall submit to the Director of the
Utilities Division a plan which outlines the procedures, steps, and time frames to achieve
acceptable water losses. This plan shall be submitted within 18 months after the effective
date of an order issued in this proceeding. (See Section C, page 25,)

q
. Water testing expenses are based upon participation in the ADEQ MAP. Annual testing

expenses should be adjusted to $718 as described in Table LM-A. (See Section E, page
26.)

Desert Foothills Svstem

4. Desert Foothills has a non-account water loss of l2.2% which is not within the acceptable
limits. Staff recommends that effective upon the date an order is issued in this
proceeding, Desert Foothills should monitor its system and file semi-annual reports
within 30 days after the end of each 6-month period for one year, with the Director of the
Utilities Division, indicating the quantity of water pumped, gallons sold and water loss
percentage for each month during that 6-month period. If the reduction of water loss to
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Mohave Water District

less than 10% cannot be achieved, Desert Foothills shall submit to the Director of the
Utilities Division a plan which outlines the procedures, steps, and time frames to achieve
acceptable water losses. This plan shall be submitted within 18 months after the effective
date of an order issued in this proceeding. (See Section C, page 30.)

5. Water testing expenses are based upon participation in the ADEQ MAP. Annual testing
expenses should be adjusted to $1,174 as described in Table DF-A. (See Section E, page
31.)

Rio Vista Ranches System
s

6. Water testing expenses are based upon non-participation in the ADEQ MAP. Annual
testing expenses should be adjusted to $246 as described in Table RV-A. (See Section E,
page 36.)

Mohave Water - Main Svstem

7. Mohave Main has a non-account water loss of 19.3% which is not within the acceptable
limits. Staff recommends that effective upon the date an order is issued in this
proceeding, Mohave Main should monitor its system and tile semi-annual reports within
30 days after the end of each 6-month period for one year, with the Director of the
Utilities Division, indicating the quantity of water pumped, gallons sold and water loss
percentage for each month during that 6-month period. If the reduction of water loss to
less than l0% cannot be achieved, Mohave Main shall submit to the Director of the
Utilities Division a plan which outlines the procedures, steps, and time frames to achieve
acceptable water losses. This plan shall be submitted within 18 months after the effective
date of an order issued in this proceeding. (See Section C, page 43.)

8. Water testing expenses are based upon non-participation in the ADEQ MAP. Annual
testing expenses should be adjusted to $16,590 as described in Table MM-A. (See
Section E, page 44.)

9. Staff has evaluated Mohave's Reproduction Cost New ("RCN") Asset Listing and
recommends that its value not be accepted for purposes of setting rates in this proceeding.
(See Section H, page 46.)

Z

10. With the exception of one project at $72,240, Staff has confirmed that the post-test year
plant items for Account Nos. 304 (partial), 311, 320 and 330 were in service before
December 31, 2002 and finds these plant items to be used and useful from an engineering
perspective. (See Section I, page 47.)

Staff recommends that Mohave's depreciation rates delineated in Table MM-B be used
for this proceeding. See. Section J, page 48.)
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Staff recommends the acceptance of Mohave's proposed Service Line and Meter
Installation Charges, except for the 2-inch meter size. For the 2-inch size, Staff
recommends adopting a charge of "At cost". (See Section K.1, page 50.)

12.

13. Staff recommends that Mohave tile Curtailment Plan Tariffs for each system within 90
days after the effective date of an order issued in this proceeding. (See Section KG, page
51.)
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PURPOSE OF REPORT

This engineering report was prepared in response to a rate application filed by Arizona-American
Water Company - Mohave Water District ("Mohave"). This report will provide descriptions of
each water utility system, provide information on their status with other regulatory agencies, and
any other information which would impact their ability to provide service to existing or future
customers. Mohave consists of the following five water systems:

MOHAVE WATER DISTRICT - Bullhead Cid Area

1.
2.
3.
4.

5.

Camp Mohave System, PWS #08-037
Lake Mohave Highlands System, PWS #08-062
Desert Foothills System, PWS #08-137
Rio Vista Ranches System, PWS #08-333
Mohave Water - Main System, PWS #08-032

This report will have an Outline as follows, with each water system being discussed separately
using the following format:

A.
B.
c .
D.
E.
F.
G.
H.
1.
J.
K.

LOCATION OF SYSTEM
DESCRIPTION OF SYSTEM
WATER USE
GROWTH
ADEQ COMPLIANCE
ADWR COMPLIANCE
ACC COMPLIANCE
REPRODUCTION COST NEW AND ORIGINAL COST EVALUATION
POST-TEST YEAR PLANT
DEPRECIATION RATES
OTHERS
1. Service Line and Meter Installation Charges
2. Curtailment Plan Tariff

Mohave was field inspected on March 25 - 27, 2003, by Marlin Scott, Jr., Staff Utilities
Engineer, in the accompaniment of Mark Clark, Operations Manager and Dave Evans,
Operations Superintendent, for Mohave.

Figure 1 shows the location of Mohave within Mohave County and Figure 2 shows the four
certificated areas totaling 26-1/2 square-miles.
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Figure 1. Mohave County Map
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Figure 2. Cer ti f icated Areas
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Well Information

1
Well #2 i

|

Well #1
(Not-ln-Service)

l'x15wii}i> oj-
| Casmg Size

Pump Size

~ePump T
lSubmersible

Sand try filter

Pump Yield
Wellhead meter
Treatment

Capped 8-1nch
312 ft.
20-Hp

55-559559

500 GPM
6-meh

Location Plant Capac tty/Quantity

@ Well site #l/#2 Storage tank
¢

250,000 gallons (1996)

Booster pumps Two 15-Hp 84 two 40-Hp

Pressure tank 5,000 gallon

Chlorination Gas

Generator Diesel

Fencing
.
IHO' K 220'

\

Az~Am Water Company - Mohave Water District
August 26, 2003
Page 16

DISCUSSIONS

CAMP AJOHA VE S YS TEM. PWS #08-037

A. LOCATION OF SYSTEM

The Camp Mohave System ("Camp Mohave") serves a portion of southern Bullhead City,
Mohave County, with a 1/2 square-mile of certificated area.

B. DESCRIPTION OF SYSTEM

Camp Mohave has a system having one pumping site consisting of a well, storage tank,
pumping facilities and a distribution system serving approximately 98 customers. This
system is also interconnected with Bermuda Water Company. A schematic of this system
process is shown in Figure CM-1. Detailed plant facilities are:

\

Table CM-1. Well Data

J

Table CM-2. Storage & Booster Plant

Z



Diameter

: .=

Material Length

Grouped w/ Mohave Water - Mom System.

985/8 x 3/4-meh

98

3/-l-meh
l- men

Total;

I

As-Am Water Company - Mohave Water District
August 26, 2003
Page 17

Figure CM-1. System Schematic

Table CM-3. Water Mains

I
II

Table CM-4. Customer Meters

Size Quantity

C:1ml3 Mohave System

9_
Well #2

Well #1 (N-i-S)

.|"

nm.. :-. . 9 .

Distribution
Syst€m

Pumninz Site:
Well #ii Not-in-service
Well #2: 8"x3 l2' w/ 20-Hp sub. @ 500 rpm
Sand trap filter
250,000 gal. storage tank
Two l5-Hp & two 40-Hp booster pumps
5,000 gal. pressure tank
Gas chlorination
Diesel generator
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Mohave Water District

Table CM-5. Fire Hydrants

J
Slze Quantity

FT

C. WATER USE

pf

> i Water Sold

53 Based on the information provided by Camp Mohave, water use for the year 2002 is
presented below. Customer consumption included a high monthly water use of 1,090
gallons per day ("GPD") per connection in August and a low monthly water use of 455
GPD per connection in December for an average annual use of 652 GPD per connection.'3x
...._....~ -<~.... - -»- .\
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Figure CM-2. Water Use

Non-Account Water

Camp Mohave reported 23,130,000 gallons pumped and 22,040,000 gallons, resulting in
a water loss of -1.70 o. Non-account water should be 10° J or less.
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Annual Cost
Total 3

year cost

No. of
tests per 3

years

Monitoring
(Tests per 3 years, unless noted.)

.. _.._..._.._

Cost
per test

$17

Inorgamcs Priority Pollutants S240

$612 $204

MAP MAP MAP {(
Radiochemuzal ... per 4 years MAP MAP MAP MAP EPhase U and V:

As-Am Water Company -- Mohave Water District
August 26, 2003
Page 19

System Analysis

The water system's current well capacity of 500 gallons per minute ("GPM") and storage
capacity of 250,000 gallons is adequate to serve the present customer base and reasonable
growth.

D. GROWTH

See the Mohave Water .-. Main System section of this report.

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (ADEQ)
COMPLIANCE

Compliance

ADEQ has determined that the Camp Mohave system, PWS #08-037, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4.

Water Testing Expense

f
Camp Mohave is subject to mandatory participation in the Monitoring Assistance
Program ("MAP"). Starting January l, 2002, water companies paid a fixed 3250 per year
fee, plus an additional fee of $2.07 per service connection, regardless of meter size for
participation in MAP. Participation in the MAP program is mandatory for water systems,
which serve less than 10,000 persons (approximately 3,300 service connections).

I1

Camp Mohave reported its water testing expense within the management fees during the
test year. Table CM-A shows Staffs estimated annual monitoring expense with
participation in the MAP. Water testing expenses should he adjusted to the annual
expense amount shown in Table CM-A, which is $682.

Table CM-A. Water Testing Cost

Total coliform -- monthly



Nitrate - annual $25 3 $75 S25
I

1
\

MAP

MAP
l

Nitrite - once per period MAP MAP MAP

MAP MAP MAP

MAP -. IOns, SOCs, & VOCs MAP MAP MAP
X

4$411

Lead & Copper per 3 years $25 5 $125 $42

Total $682

As-Am Water Company
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Mohave Water District

I Asbestos - per 9 years

Note: ADEQ's MAP invoice for the 2003 Calendar Year was $41 l .46.

Arsenic

The U.S. Environmental Protection Agency has reduced the arsenic maximum
contaminant level ("MCL") in drinking water from 50 parts per billion ("ppb") to 10 ppb.
The date for compliance with the new MCL is January 23, 2006. Camp Mohave
indicated its arsenic level for its Well #2 to be less than 3 ppb. Based on this arsenic
concentration, Camp Mohave is currently meeting the new arsenic MCL.

F. ARIZONA DEPARTMENT OF WATER RESOURCES (ADWR)
COMPLIANCE

See the Mohave Water -. Main System section of this report.

G. ARIZONA CORPORATIOW COVIMISSION COMPLIANCE1 1

See the Mohave Water - Main System section of this report.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (AC)
EVALUATION

See the Mohave Water - Main System section of this report.

I. POST-TEST YEAR PLANT

See the Mohave Water -. Main System section of this repot.
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Mohave Water District

J. DEPRECIATION RATES

See the Mohave Water - Main System section of this report.

K. OTHER ISSUES

1. Service Line and Meter Installation Charges

See the Mohave Water - Main System section of this report.

2. Curtailment Plan Tariff

See the Mohave Water - Main System section of this report.



Well #1
(West)

Well #2
(East)

Pegasus WellWell Information

Generator

ADWR ID No. 55-603417 55-556101 I55-548414

760 FL
Casing Size 10-inch 8-mch

Casing Depth 500 ft. 505 ft.

Pump Size 20-Hp 20-Hp I

~ePump T Submersible Submersible Construction water !

PumpYield 150 GPM 150 GPM

Wellhead meter 4~1nch 4-1nch 1
!

Treatment Gas chlorination Gas chlorination

Generator Diesel Diesel |

@ Well site #1/#2

I |

Plant Capacity/Quantity

Storage tank 100,000 gallon

Booster pumps 20-Hp & 25-Hp

Pressure tank 10,000 gallon

Fencing 120' *c 140'

Upper Booster Sta. Booster pumps Two 5-Hp
Pressure tank 3,000 gallon

Fencing

Az-Am Water Company
August 26, 2003
Page 22

Mohave Water District

LAKE MUHA VE HIGHLANDS S YSTEJW,PWS #08-062

A. LOCATION OF SYSTEM

The Lake Mohave Highlands System ("Lake Mohave") serves a portion of northern
Bullhead City, Mohave County, with a 1/2 square-mile of certificated area.

B. DESCRIPTION OF SYSTEM

Lake Mohave has a system hang three pumping sites consisting of three wells, two
storage tanks, pumping facilities and a distribution system serving approximately 164
customers. This system is also interconnected with North Mohave Valley Water
Company. A schematic of this system process is shown in Figure LM-l. Detailed plant
facilities are:

Table LM-1 . Well Data

Table LM-2. Storage 84 Booster Plant



|

123 000 GallonPegasus Well St01'&0€ tank
Booster pumps Two 25-Hp & 7~1/2-Hp

Pressure tank

Fencing

123,000 gallon
Two 25-Hp & 7~1/2-Hp

1,000 gallon
100' ~<75'

Diameter LengthMaterial

Grouped w/ Mohave Water - Mom System.

1- men

164
i

Total:

I
Size Quantity

Standard Owned by fire district_

Az-Arn Water Company - Mohave Water District
August 26, 2003
Page 23

Table LM-3. Water Mains

i
Table LM-4. Customer Meters

Size

5/8 x 3/4-inch

3/4-inch

Quantity

164

Table LM-5. Fire Hydrants
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l

Lake Mohave Highlands System

[

.*.
.L .
I
3

Uooer Booster Station:
Two 5~Hp booster pumps
3,000 gallon storage tank r

g
.1

: 8 '

9
F?
1. .4

Wellsite #I 81. #2:
Well #1 . 10" x 500' w/20-Hp sub. @ ls GPM
Well #1 . 8" X 505' w/ Z0-Hp sub. @ 150 GPM
Gas chlorination
100,000 gallon storage tank
20-Hp &25-Hp booster pumps
10,000 gallon pressure tank
Diesel generator

8

a
\  L

Distribution System

., ¢~,*;s»,,,

(w
i 8

. --s
w" ~*=,,~.__.-_g
*c,.~-ry.u .Sr1.

T
I

=~1 Well #2

r
1
I
e

N J

Well #1

I

i
TV

Pegasus Ranch Site:
Well - 14" x 760' (no pump-

well for construction water)
123,000 gallon storage rank
Two 25-Hp &7.5-Hp booster pump
1,000 gallon pressure tank

\
1I
I

»'~r:=i; ~>
283; 41.

4

| u-

4
A

88
1 1I ..
I
\

L -

Pegasus Well

Figure Lm-l. System Schematic

I

l
i

c. WATER USE

s
L
I

I
Water Sold

3
I 1I
. 4

had

Based on the information provided by Lake Mohave, water use for the year 2002 is
presented below. Customer consumption included a high monthly water use of 380 GPD
per connection in August and a low monthly water use of 220 GPD per Connection in
February for an average annual use of 303 GPD per connection.
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J

;.;
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Non-Account Water

r

1

Lake Mohave reported 23,627,000 gallons pumped and 16,665,000 gallons sold for the
year 2002, resulting in a water loss of 29.5° 0. Non-account water should be 10° 0 or less
and never more the l5°<>. Staff reviewed the 2002 Water Use Data Sheet submitted by
Lake Mohave and questioned why this system had a high water loss. Lake Mohave
indicated that the construction water amounts were not recorded. Therefore, Staff
recommends that effective upon the date an order is issued in this proceeding, Lake
Mohave should monitor its system and file semi-annual reports within 30 days after the
end of each 6-month period for one year, with the Director of the Utilities Division,
indicating the quantity of water pumped, gallons sold and water loss percentage for each
month during that 6-month period.

I

LJ

we

If the reduction of water loss to less than 10% cannot be achieved, Lake Mohave shall
submit to the Director of the Utilities Division a plan which outlines the procedures,
steps, and time frames to achieve acceptable water losses. This plan shall be submitted
within 18 months after the effective date of an order issued in this proceeding.

Svstem Analysis

The water system's current well capacity of 300 GPM and storage capacity of 223,000
gallons is adequate to serve the present customer base and reasonable growth.

D. GROWTH

See the VIoh.1ve Water - Main System scgtiun of this report.



Annual Cost

$204

MAP

MAP

$25

MAP

|
Monitoring

(Tests per 3 years, unless noted.)

Cost
per test

No. of
tests per 3

years

Total 3
year cost

Total coliform .- monthly $17 36 $612

Inorganics - Priority Pollutants $240 MAP MAP

Radiochemical - per 4 years MAP MAP MAP

Phase H and V;

Nitrate - annual $25 3 $75

Nitrite .- once per period MAP MAP MAP

Asbestos - per 9 years MAP MAP MAP

MAP -- IOns, socs, & VOCe MAP MAP MAP

Lead & Copper .- per 3 years $25 5 $125

Total

$204

MAP

$447

$42

$447

$718

As-Am Water Company - Mohave Water District
August 26, 2003
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E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (ADEQ)
COMPLIANCE

Compliance

ADEQ has determined that the Lake Mohave system, PWS #08-062, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4.

Water Testing Expense

Lake Mohave reported its water testing expense within the management fees during the
test year. Lake Mohave is subject to mandatory participation in the MAP. Table LM-A
shows Staff s estimated annual monitoring expense with participation in the MAP. Water
testing expenses should be adjusted to the annual expense amount shown in Table LM-A,
which is $718.

Table LM-A. Water Testing Cost

Note: ADEQ's MAP invoice for the 2003 Calendar Year was $446.65 .

AI'S€HiC

Lake Mohave indicated its arsenic levels for Wells #1 and #2 to be both at l ppb. Based
on these arsenic concentrations, Lake Mohave is currently meeting the new arsenic MCL.
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F. ARIZONA DEPARTMENT OF WATER RESOURCES (ADWR)
COMPLIANCE

See the Mohave Water - Main System section of this report.

G. ARIZONA CORPORATION COMMISSION COMPLIANCE

See the Mohave Water - Main System section of this report.
|

H. REPRGDUCTION COST NEW (RCN) AND ORIGINAL COST (OC)
EVALUATION

See the Mohave Water - Main System section of this report.

1. POST-TEST YEAR PLANT

See the Mohave Water - Main System section of this report.

J. DEPRECIATION RATES

See the Mohave Water - Main System section of this report.

K. OTHER ISSUES

1. Service Line and Meter Installation Charges

See the Mohave Water - Main System section of this report.

2. Curtailment Plan Tariff

See the Mohave Water - Main System section of this report. Z



nm-

Well #1l Well Information Well #2

AD ID No. 55-551125 55-557919

Castoff Size 5-meh l2-inch

Casmv Depth 1,212 ft. 1,060 ft.
Pump Size 10-Hp 100-Hp

~€Pump T Submersible Submersible

Pump Yield 30 GPM 500 GPM

Wellhead meter 6-mch l
I

Treatment Gas chlorination Gas chlorination

Generator Natural gas

@ Well site #1/#2 Storage tank 500,000 gallon

BOOSICI' pumps Three 10-HD & one 25-Hp

Pressure tank |5,000 gallon

Fencing 230' '< 200'

Terrances B. Sta. Booster pumas Two 10-Hp & one 110-Hp

Pressure tank 3.000 gallon

Fencing 70' \ 70'

Plant

n

Capacity/Quantity 1

As-Am Water Company -.- Mohave Water Distnbt
August 26, 2003
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DESER T FOOTHILLS SYSTEM, PWS #08-137

A. LOCATION OF SYSTEM

The Desert Foothills System ("Deselt Foothills") serves a portion of eastern Bullhead
City, Mohave County, and is located within the main 25 square-mile certificated area.

B. DESCRIPTION OF SYSTEM
v

Built in 1998, Desert Foothills has a system having two pumping sites consisting of two
wells, one storage tank, pumping facilit ies and a distribution system serving
approximately 218 customers. A schematic of this system process is shown in Figure
DF-1. Detailed plant facilities are:

Table DF-1. Well Data

Table DF-2. Storage & Booster Plant

Location



Diameter Material Length

Grouped w Mohave Water - Mom System.

Size Quantlty

3 -L-mch

218
I- inch

Total:

s
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Figure DF-1. System Schematic

Table DF-3. Water Mains

8 5 8 '< 3 4-mch

Table DF~4. Customer Meters

218 1

Desert Foothills System

Tempe Boo.ter Stan n'
Two 10-Hp &40-Hp booster pumps
5 000 gal pressure ume

Dlsmbunon
System

o

9 88
A A

D1..tnbuuon
SYSKCm

4
• : J\»',!f- ;~_~

»
4 .8

4.
1 b

* Q 01 -1' 4 .I n- r to
A * i- A

/

Well #1 Weil #2

Well Sizes #1 & #2:
Well #L 5"l<l,2l2' :V 10-Hp ..ab. @30 rpm
Well #2. l2"tl,J60' vV l00-Hp :Lib @500 rpm
500,000 gal. storage tank
Gas chlmnatxon
Three l0~Hp &25-Hp booster pumps
5,000 ,al. pressure tank
Natural gas gcnentor



Size

None None

Quantlt'y

c
Jo

G J-~

781

709724725

S04

JJ

r

Ra

As-Am Water Company -..
August 26, 2003
Page 30

Mohave Water District

Table DF-5. Fire Hydrants

».J

'w

c. WATER USE

1.3
3

Water Sold

4 Based on the information provided by Desert Foothills, water use for the year 2002 is
presented below. Customer consumption included a high monthly water use of 1,266
GPD per connection in August and a low monthly water use of 504 GPD per connection
in December for an average annual use of 837 GPD per connection.

1
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Figure DF-2. Water Use
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Non-Account Water

Desert Foothills reported 84,374,000 gallons pumped and 74,109,000 gallons sold for the
year 2002, resulting in a water loss of l2.2° 0. Non-account water should be 1000 or less
and never more the 1500. Staff reviewed the 2002 Water Use Data Sheet submitted by

Desert Foothills and questioned some of the monthly data, ye., gallons sold is more than
gallons pumped. Therefore, Staff recommends that effective upon the date an order is
issued in this proceeding. Desert Foothills should monitor its system and file semi-annual
reports within 30 :lays after the end of each 6-month period for one year, with the



Monitoring
(Tests per 3 years, unless noted.)

1.

Cost

per test

u

No. of

tests per 3

years

Total 3
year cost

IAnnual Cost

I

Total coliform -.- monthly $17 72 31,224 $408

MAPInorgamcs Priority Pollutants S240 MAP MAP

As-Am Water Company -. Mohave Water District
August 26, 2003
Page 3 l

Director of the Utilities Division, indicating the quantity of water pumped, gallons sold
and water loss percentage for each month duNg that 6-month period.

If the reduction of water loss to less than 10% cannot be achieved, Desert Foothills shall
submit to the Director of the Utilities Division a plan which outlines the procedures,
steps, and time frames to achieve acceptable water losses. This plan shall be submitted
within 18 months after the effective date of an order issued in this proceeding.

System Analysis

The water system's current well capacity of 530 GPM and storage capacity of 500,000
gallons is adequate to serve the present customer base and reasonable growth.

D. GROWTH

See the Mohave Water - Main System section of this report.

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (ADEQ)
COMPLIANCE

Compliance

ADEQ has determined that the Desert Foothills system, PWS #08~137, is currently
delivering water that meets the water quality standards required by Arizona
Administrative Code, Title 18, Chapter 4.

Water Testing Expense

Desert Foothills reported its water testing expense within the management fees during the
test year. Desert Foothills is subject to mandatory participation in the MAP. Table DF-A
shows Staffs estimated annual monitoring expense with participation in the MAP. Water
testing expenses should be adjusted to the annual expense amount shown in Table DF-A,
which is $1,174.

f '

Table DF-A. Water Testing Cost



Radiochemical - per 4 years MAP MAP MAP MAP l
Phase H and V: (

Nitrate - annual $25 3 $75

NitTite - once per period MAP MAP MAP

Asbestos - per 9 years MAP MAP MAP

MAP - IOns, socs, & VOCe MAP MAP MAP

Lead & Copper - per 3 years $25 10 $250

Total

$25

MAP

MAP
i$658

$83
I

. I
$1,174

I
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Note: ADEQ's MAP invoice for the 2003 Calendar Year was S657.79.

Arsenic

Desert Foothills indicated its arsenic level for Well #2 to be 8.3 ppb. Based on this
arsenic concentration, Desert FooMl1s is currently meeting the new arsenic MCL.

F. ARIZONA DEPARTMENT OF WATER RESOURCES (ADWR)
COMPLIANCE

See the Mohave Water - Main System section of this report.

G. ARIZONA CORPORATION COMMISSION COMPLIANCE

See the Mohave Water - Main System section of this report.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (OC)
EVALUATION

See the Mohave Water - Main System section of this report.
Z

1. POST-TEST YEAR PLANT

See the Mohave Water - Main System section of this report.

J. DEPRECIATION RATES

See the Mohave Water - Main System section of this report,
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K. OTHER ISSUES

1. Service Line and Meter Installation Charges

See the Mohave Water - Main System section of this report.

2. Curtailment Plan Tariff

See the Mohave Water - Main System section of this report.



Grouped w/ Mohave Water - Main System.

Size Quantity

5/8 x 3/4-meh 218

3/4-mch
1- men

Total:
I

218

-

Size Quantity

None None

l

9
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RIO VISTA RANCHES SYSTEJW. PWS #08-333

A. LOCATION OF SYSTEM

The Rio Vista Ranches System ("Rio Vista") is a consecutive water system to Bermuda
Water Company and serves a subdivision in southern Bullhead City, Mohave County,
with a 1/2 square-mile of certificated area.

B. DESCRIPTION OF SYSTEM

Since Rio Vista is a consecutive system, Rio Vista has no pumping facilities. This
system only has a distribution system serving approximately 37 customers. Detailed plant
facilities are:

Table RV-1. Water Mains

V
Diameter Material Length

Table RV-2. Customer Meters

|
I

Table RV-3. Fire Hydrants
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c. WATER USE

I

LT;.

1
:

. 1

Water Sold

r  . , .
:"°

Based on the information provided by Rio Vista, water use for the year 2002 is presented
below. Customer consumption included a high monthly water use of 1,556 GPD per
connection in July and a low monthly water use of 369 GPD per connection in December
for an average annual use of 773 GPD per connection.
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8_-. Figure RV-1. Water Use

Non-Account Water

1
|
!

Rio Vista is a consecutive water system to Bermuda Water Company and has no master-
meter, therefore, the water loss cannot be determined.

I
a1;i

Svstem Analysis
'*~1

1~i
Rio Vista is a consecutive water system to Bermuda Water Company and has no well,
storage or pumping facilities.

D. GROWTH
\̀

See the Mohave Water - Main System section of this report.

: .1



Monitoring
(Tests per 3 years, unless noted.)

l_ ...___...._...._ ..___._..__
Total coliform - monthly

Cost
per test

No. of
tests per 3

years

Total 3
year cost

Annual Cost

S17

-_ .....-. - .- _--

36 $612 $204

$246

325 5 $125Lead ac Copper - per 3 years

Total

I
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Mohave Water District

E. ARIZONA DEPARTMENT OF ENVIROWWIENTAL QUALITY (ADEQ)
COMPLIANCE

L L

Compliance

ADEQ has determined that the Rio Vista system, PWS #08-333, is currently delivering
water that meets the water quality standards required by Arizona Administrative Code,
Title 18, Chapter 4.

Water Testing Expense

Rio Vista reported its water testing expense within the management fees during the test
year. Since Rio Vista is a consecutive water system to Bermuda Water Company, Rio
Vista does not participate in the MAP. Table RV-A shows Staffs estimated annual
monitoring expense without participation in the MAP. Water testing expenses should be
adjusted to the annual expense amount shown in Table RV~A, which is $246.

Table RV-A. Water Testing Cost

Arsenic

Since Rio Vista is a consecutive water system to Bermuda Water Company and receives
its source supply from Bermuda, Bermuda has indicated that their arsenic levels from
their wells serving Rio Vista range from l ppb to 5 ppb. Based on these arsenic
concentrations, Rio Vista is currently meeting the new arsenic MCL.

F. ARIZONA DEPARTMENT oF WATER RESOURCES (ADWR)

COMPLIANCE

See the Mohave Water - Main System section of this report.
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Mohave Water District

G. ARIZONA CORPORATION COMMISSION COMPLIANCE

See the Mohave Water - Main System section of this report.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (OC)
EVALUATION

See the Mohave Water - Main System section of this report.

1. POST-TEST YEAR PLANT

See the Mohave Water - Main System section of this report.

J. DEPRECIATION RATES

See the Mohave Water - Main System section of this report.

K. OTHER ISSUES
a

1. Service Line and Meter Installation ChargeS

See the Mohave Water - Main System section of this report.

2. Curtailment Plan Tariff

See the Mohave Water .- Main System section of this report.

Z
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Well Information
River Bend

Well #2
Rivera Well

Big Ben Acres
Well #1

AD ID No. 55-603415 55-603474
Casing Size 16-inch 16-meh
Casmv Depth 200 ft. 101 ft.
Pump Size 25-Hp l8-Hp

~ePump T Vertical turbine Vertical turbine
Pump Yield
Wellhead meter ot-1n-Servnze) ot-1n-Sewwe)
Treatment
Generator
Fencing l 20' X 120' '< 120'

55-603476

115 feet

Vertical turbine

(Monitoring well)

_

Well Information Big Ben Acres
Well #2

r

Well 16-2Well 16- 1

r

5--519149ADWR ID No. 55~603473 55-603472
Casar Size l8-inch 14/ l6-inch 10/ l2-meh
Casmv Depth 280 ft. 400 ft. |610 ft.

Pump Size 100-Hp 200~Hp i75-Hp
~ePump T Vertical turbine Vertical turbine xSubmersible

Pump Yield 1.900 GPM 2,375 GPM I600 GPM
Wellhead meter 124nch 10-meh |

l8-meh
Treatment Gas chlorination Gas chlorinationI Gas chionnation

As-Am Water Company
August 26, 2003
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Mohave Water District

MOHA VE WA TER -.. MAIN S YSTEM, P WS #08-032

A. LOCATION OF SYSTEM

The Mohave Water - Main System ("Mohave Main") serves Bullhead City, Mohave
County, with an approximate 25 square-miles of certificated area.

B. DESCRIPTION OF SYSTEM

The current operation of the water system consists of seven wells, 12 storage tanks, two
booster station sites, and a distribution system serving approximately 16,905
customer/units. A schematic of this system process is shown as Figure MIM-1. Detailed
plant facility listing follows:

Table mm-1-A. Well Data

Table MM~l-B. Well Data

|

i

1



Generator None Portable diesel None
Fencing 100' x l50'

Well Information Well 16-3 Well 24-1

ADWR ID No. 55-509446 55-506309

Casing Size 16-meh 16-xnch

Casmv Depth 602 feet 515 ft.

Pump Size 75 -Hp I
I

250-Hp
Submersible~ePump T Vertical turbine

Pump Yield 550 GPM 2,000 GPM

Wellhead meter 12~inch 6-meh
Gas chlorination

Diesel
Treatment Gas chlorination
Generator None
F€n€1nc7 80' x 300'

Diesel
250' x 300'

Well Information
Bullhead Cil'y

Well #4
Bullhead City

Well #5
Bullhead cry

Well #3

157 ft.

ADWR ID No. 55-603477 55-603479

Casing Size 18-inch 12-inch

Casing Depth 450 ft. 580 ft.

Pump Size 40-Hp 20-Hp 7-1/2-Hp

at-mn-Service)

~ePump T Submersible Vertical turbine

Pump Yield 350 GPM
Wellhead meter 6-mch (Not-mn-Serv1ce)

Treatment Gas chlorination
Generator None
Fencing 50' x 50" 20' x 20' 50' x 60'

55-603478
12.-1nch

157 ft.
7-1/2-Hp

Submersible

(Not~1n-Service)

100,000 gallon (N-1-S)@ River Bend Well #2 Storage tank

Booster pumps None

Pressure tank 5,000 Qallon -1974 (N-1-S)

BLuIdin2 Wooden, 20' X 25'

Fencfno (w/ well) 120' '< IZO' K 120*

Az-Am Water Company .- Mohave Water District
August 26, 2003
Page 39

100' x 250' l00' x 120'

Table MM-1-C. Well Data

Table MM-1-D. Well Data

Table MM-2. Storage & Booster Plant
Z

Location Plant r Capacity/Quantity

)



I Rivera Well Building Metal warehouse, 24' x 35'

F€1'1C11'1cr l

I Big Ben Acres #1/#2 Storage tank 123,000 gallon

Booster pumps Two 50-Hp vertical

Pressure tank None

Fence (w/ wells) l00"< l50'

40' x 80"

River View Mall B.S. Storage tank 35,000 gallon
Two l5-Hp & 50-Hp

5,000 gallon
Booster pumps
Pressure tank

Fencing|

@ Well 16-1 Storage tanks 1.0 MG 84 424,000 gallons

I
INone

Booster pump
Pressure tank

Building Chlorine storage, 8' x 10"
100' x 250'Fencing w/ well) 100' x 250'

Storage tanks I
1.0 MG & 250,000 gallons

Two 5-Hp & two 15-Hp VT

Wooden, 8' x 20'

Booster pumps
Pressure tank

Building
Fencing w/ well)

5,000 gallon 8c 10,000 gallon
Wooden, 8' x 20'

100' x 120'

I Well 16-3 Storage tank None

Booster pumps None

Pressure tank None

Building Metal warehouse, 25" x 40"

Fence w/ well) 80" woo'

Well 24-1 Storage tank 1.0 MG

Booster pumps Two l 00-Hp VT

Pressure tank None

P e n c e 250' '( 300'

Desert Glen B. S. Storage tank 200 000 Gallon

Booster pumps Two 15~Hp 81; one l00-Hp

Pressure tank 3,000 gallon

FencmQ l'/0' K 120'

BHC Well #4 Storage tank 123,000 g3HoI'1

Bladder tanks
Booster pumps
Pressure tank

i

As-Am Water Company - Mchave Water District
August 26, 2003
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I @ Well 16-2

Fencing | '7'7'7"7 I



Laredo Tanksite Storage tank 500,000 gallon

Silver Creek Tanksite Storage tank |300,000 g8Hol'1

_ r

Diameter 4Length

1,021,882 "
18,217 ft.

1,039,899 ft. I
1

Various6-inches and over
4-mches and under Various

Total:

4 QuantitySize

5/8 x 3/4-meh
"'\

13,226
3/4-inch
l- men 229

l-1/2-inch 15

2-meh 259

3-meh Comp. 3

3-meh Turn. 25

13,757Total:

Size Quantity

None None

(Owned by others.)

f

a

As-Am Water Company
August 26, 2003
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Mohave Water District

Table MM-3. Water Mains

4 Note: Since Mohave did not provide this information, this data was retrieved
from the 1999 Annual Report.

Table MM-4. Customer Meters

4Note: From 1999 Annual Report.

Table MM-5. Fire Hydrants
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Mohave Water DisMct

I
/

Figure MM-1 . System Schematic

C_.WATER USE

Water Sold

Based on the information provided by Mohave Main, water use for the year 2002 is
presented below. Customer consumption included a high monthly water use of 480 GPD
per connection in September and a low monthly water use of 267 GPD per connection in
March for an average annual use of 355 GPD per connection.

BHC #3 Well

(338

MOHAVE WATER - MAIN SYSTEM

BiELC..=r'4.,.*».V.¢l1

§l23

RI-T(` s< WP"

1 4»

(10)

Densen Glen BS

>
' u  - . ~'£;~~';.i" v-2:44
f .  '  .4@1'-\_ex_ , . ,

I6-3WelI

8)

Silver Creek Tanksile
300,000 gallons

River Bend

#2 Well f i
313

w t - w w

828
24-1 Well

|

1416-7 We"

)l
6

lm-ado Tanksire
500,000 gallons

(5 "a~' e.~ ;w.

. ~'s<~*l="~'
River View Mall BS PU\4Pl'NQ DATA

Flow me Slomze Booster Svstem
\l-i-S 100.000 No pumps/5,000 gal.
N-i-s None None
\l~i-S

(T)
(2)
(3)
ac!!

W ell Puma Size

25-Hp VT
I8~l-Ip? VT

VT

Comments
Stu: N-i-s
Weil N-i-s
Monitoring

(4)
(5)
(6)

100-HpvT
Boosuxr Station
200-Hp VT 2,375 rpm

L900 rpm 50/50- Hp Vt/None
15/15/50-Hp/5.000 gal,

I5/ l S- I-ip/None

(7) 75-Hp Sub. 600 rpm

550 rpm
2.000 rpm

W

(8)
(9)
(10)
( I I )
(12)
(13)
(14)
(15>

75-Hp VT
.50 -Hp VT
Booster Station
40-Hp Sub.
20-Hp VT

7~l/2 -Hp VT

Tank sine
Tank sire

350 rpm
N-i-s
N-i-s

123.000
35,000

1.0 mil.
424,000
1.0 mil
550,000

None
1.0 mil.
200,000

None
l"3  000

None
500,000
300,000

IS/15-Hp/5,000 gal.
Two Vt/10.000 gal.
None
l00/I00-Hp/None
Msnoo-Hp/3,000 gal.
None
-0/"0-Hp VrJBladder
None

Well N-i~s
Stu: N-i-s
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Non-Account W ater
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J

I

1

Mohave Main reported 1,893,403,000 gallons pumped and 1,527,235,000 gallons sold for
t h e  y e a r  2 0 0 2 ,  r e s u l t i n g  i n  a  w a t e r  l o s s  o f  1 9 . 3 0 0 . N o n - a c c o u n t  w a t e r  s h o u l d  b e  1 0 %  o r

less and never more than 15° 0. Staff reviewed the 2002 Water Use Data Sheet submitted
by Mohave Main and questioned why this system had a high water loss. Mohave Main
indicated that the construction water amounts were not recorded. Therefore, Staff
recommends that effective upon the date an order is issued in this proceeding, Mohave
Main should monitor its system and file semi-annual reports within 30 days after the end
of each 6-month period for one year, with the Director of the Utilities Division, indicating
the quantity of water pumped, gallons sold and water loss percentage for each month
during that 6-month period.

L¢J

If the reduction of water loss to less than 1000 cannot be achieved, Mohave Main shall
submit to the Director of the Utilities Division a plan which outlines the procedures,
steps, and time frames to achieve acceptable water losses. This plan shall be submitted
within 18 months after the effective date of an order issued in this proceeding.

System Analysis

The water system's current well capacity of7,775 GPM and storage capacity of 4,955,000
gallons is adequate to serve the present customer base and reasonable growth.
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D. GROWTH

l;.~.i details analysis.
the

The numberFigure MM-3
of service connections was

the customer growth using linear regression
obtained from annual reports submitted to Commission.

¢
¢4 4 During the test year 2001, the Mohave had

this district could have approximately 18,300 customer/units by 2007 .

16,905 customer/units and it is projected that
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I Figure MM-3. Growth Projection

I

.. E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (ADEQ)
COMPLIANCE

I._43]

. .

Compliance

i
I has determined that the Mohave Main PWS #08-032, is currentlyADEQ

delivering water that meets the water quality
system,

standards required by Arizona

Administrative Code, Title 18, Chapter 4.

Water Testing Expense
1

I

Mohave
test year.

Main reported expense
Since Mohave Main serves more than

its water testing within the management
10,000 persons, Mohave Main does not

fees during the



Monironng
(Tests per 3 years, unless noted.)

Cost
per test

No. of
tests per 3

years

Total 3
year cost

Annua1 Co9

$430

Total coliform - monthly $17 1 ,440 $24,430

Inorganic - Priority Pollutants

Radiochemical .- per 4 years

$240 6 $1,440

$83Gross Alpha s55 6 S330

Radium 226 $80 6 $480 $120

Radium 228 $110 6 83660 $165

Phase II and V:

Nitrate - annual $25 30 $750 $250

Nit me - per 9 years s15 6 $90 310

$72

Asbestos .- per 9 years 3160 6 S960

Inorgamcs -. Ba, CN, F $36 6 S216

VOC's $220 7 $1,540 3513

Pesticides/PCB'slUnreg, SOC's:

EDB & DBCP $160 6 $960 $320

$320

Group 1 - alachlor, etc. $160 6 $960

Group 2 - aldrxn, etc . $160 6 $960

Group 3 -2,4 - D, etc $175 6 31,050 3350

Group 4 - Benzo(a Cyrene, etc. 3350 6 32,100 3700

Group 5 - aldimrb, etc 3230 6 31.690 $560

Ttxhalomethane $150 7 33,150 $1,050

Glyphosate S160 6 $960 S320

$72

3513

$320

$320

Endothall S160 6 89960

Squat S160 6 3960

Dmovn 3600 9 $5,400

S320

3320

$1400

32503°5 30 3-50Lead & Copper -. per 3 years

$16,590Tot.i1

L
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par"tic1pate in the MAP. Table MM-A shows Staffs estimated annual monitoring
expense and these expenses should be adjusted to the annual expense amount shown in
Table NLl\/I-A, which is 316,590.

Table NLM-A. Water Testing Cost
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Arsenic

Mohave Main indicated its arsenic levels for all its six wells have levels of 4 ppb or less.
Based on these arsenic concentrations, Mohave Main is currently meeting the new arsenic
MCL.

F. ARIZONA DEPARTMENT OF WATER RESOURCES (AD\VR)
COMPLIANCE

Mohave is not located in any ADWR. Active Management Area. Mohave's water source
is supplied through wells that pump groundwater that is considered mainstream Colorado
River water. This water is pumped pursuant to an agreement entitled, "Subcontract
Between City of Bullhead City and Arizona-American Water Company for Use of
Colorado River Water". The term of the contract is not specifically defined. Under the
contract, the volume of water subcontracted is based upon the amount of water reasonably
and beneficially necessary to provide water service to actual water sem'ce connections
located within the contract area (Mohave's Bullhead City CC&N).

G. ARIZONA CORPORATION COMMISSION COMPLIANCE

A check with the Utilities Division Compliance Unit showed no outstanding compliance
issues for the Mohave Water District.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (OC)

RCN

Mohave submitted an RCN Asset Listing for the year ending December 31, 2001. This
RCN reported an OC plant-in-service value of 322,821,781 and an RCN plant-in-sewice
value of $36,364,361 for all five water systems. Staff has reviewed Mohave's RCN and
recommends that its cost values not be accepted for purposes of setting rates in this
proceeding for the following reasons:

1.

2.
'Q
J .

The RCN submitted by Mohave is no more than an "asset listing" that lists all
the assets of the utility even if an asset item is retired, abandoned or no longer
exists. If an RCN is to be considered, the RCN should be a "valuation study"
to reproduce, replace or reconstruct existing physical properties (actual plant
that is used and useful).
Mohave's RCN has incomplete Plant Descriptions and Quantities.
The Handy-Whitman Factors were not used properly. Mohave used a
composite Index number for all plant accounts. The actual Handy-Whitman
Index numbers are arranged to follow the classification of the National
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Mohave Water District

4.

5.

6.

7.

Association of Regulatory Utility Commissioners ("NARUC") Account
numbers and differ by geographical regions.
Mohave trended all plant items using their composite Handy-Whitman Factor.
Handy-Whitman is used to trend cost for utility construction and should not be
used for plant items like Office Furniture, Computer, Transportation, Stores,
Tools, and Communication Equipment.
Mohave trended the OC values forAccounts in Organization, Franchises, and
Land & Land Rights. These Accounts should not be trended in RCN Studies.
Mohave added corporate overhead to the asset items in a haphazard fashion
without identification which makes it impossible to perform an accurate RCN.
No contributed plant was identified or removed from the plant-in-service base.

Used and Useful

Through the field inspection and the RCN Asset Listing, Staff considered six plant sites
not used and useful. Through data requests, Mohave could not cross-reference their
location codes to these specific sites. Therefore, Staff cannot verify if the t`o11oMng plant

sites were treated appropriately and removed from the RCN:

1.
Cannot identify.
Cannot identify.

Staff's Adjustment #1 (Plant items not used and useful):
1. Camp Mohave - Well #1
2. MM - River Bend #2 Well Site:

(Land, Well, Pumps, Tanks, Building)
3. MM - Well Rivera
4. MM -- Big Ben Acres Well #1
5. MM - Bullhead City Well #4
6. MM - Bullhead City Well Site #3

Cannot identify.
Cannot identify.
Camlot identify.
Cannot identify.

Unidentified Plant Items

Mohave had 105 asset listing items shown as "Unidentified", "Interest Privile"or "blank".
Staff could not identify which asset item belonged to which pumping site. Through Data
Request MSI 22-5, Az-Am provided partial plant description of 84 asset listing items
with the remaining 21 items still "Unidentified". Therefore, due to this incomplete RCN,
Staff removed the following 21 asset listing items:

Z

H. Staffs Adjustment #2 - (Plant items unidentified):

Asset ID Asset Description

UNIDENTIFIED

Q13/»

I
|
I
I
I
I
|
l
I
I

I
9
I
I
I
I
I
I
I
I
I
I
I
I
0
I
I
I
I
I
I
I

Class

I
|
I
I
I
I
\
I
I
I

|
I
\
I
I
I
|
r
I
I
I
I
I
I
!
\
I
I
I
I
I
1

Original Cost

1603918

1605625

1607148

I
I
I
I
I
I
I
I
l
I
a
l
I
I
I
O
t
I
|
I
I
1

UNIDENTIFIED

UNIDENTLFIED

Acq,

Date

1 W31000 19720701

1 W31000 19760701

1 W31000 19780701

I
I
I
1
|
a
I
I
I
\

I
I
I
I
a
a
|
I
I
I
I
I
I
I
I
I
I
I
I
t
I
I

15,000 I
16,784 I

30,333
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=.
i

1

1610256
1603340
1604975

|
I
I
I
I
I
o
I
I
I
I
I
I
I
I
I
I
I
I
I
I
\
|
I
I
I
I
I
I
9
I
I
I
I
|

|
|
|
|
|

1 W31000

1. w31400 19700701

1

1

1
I
I
I
I
I

2198101018

| svv31400 4 19750701 5
VV31400 3 19770701 g
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1606414

1607154
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unn>EnT13=1ED
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UNIDENTIPIED

UNIJDENTIFIED

UNIDENTIHED

UNTDENTIFIED

UNIDENTIFIED

UNIDENTTEIED

UNIDENTIFIED

UNIDENTIFIED

UNIDENTIFIED

UNIDENTIFIED

UNIDENTIFIED

UNIDENTIFIED

IJNIDENTIFIED

UNIDENTIFIED

1 YV34200 19700701
1 E YV34200 E 19710701
1

8 VV34200 3 19730701
1 YV34200 3 19750701
1 YV34200 8 19760701

VV34200 3 19780701
5 vv39000 5 19720701

1 3 YV39000 E 19760701
1 2 VV39000 3 19770701
1 1 YV39000 19780701
1 3 \V39000 19790701
1 § vv39000 3 19800701

Total:

1,602
10,354
23,599
3,158

13.373
15.1 15
7.069
1.652

34.114

24.365
87 I

245
283
467 I

25.461
2.427
1.803
6.701

8233.992

1. POST-TEST YEAR PLANT

In its rate application tiling, Mohave submitted $984,000 worth of post-test year plant for
the year 2002. In response to Staffs data requests, Mohave has submitted actual project
cost amounts as follows:

Acct. No. Description

Estimated
Amount

Actual
Amount

I

303
304
307

311

320
330
331
339

Land 84 Land Rights
Structures 84 Improvements
Wells & Springs
Pumping Equipment
Water Treatment Equipment
Distribution Reservoirs
Transmission & Distribution
Other Plant 84 Miscellaneous

$15,600
$255,600
s11,000

S0
so

$409,500
$30,000
$23,400

$26,825
$383,473

$0
$146,092

$1,674
$396,801

$0
$0



I

310
311
312
313
314

Source of Supply
Land and Land Rights
Structures and Improvements
Collecting and lrnpounding Res.
Lakes, Rivers, Other Intakes
Wells and Springs

0%
2.83%
2.54%

00 0
2.700 0

Az~Am Water Company
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Mohave Water District

340
341
343
346

Office Furniture 8; Equipment
Transportation Equipment
Tools, Shop 84 Garage Equip .
Communication Equipment

3196,000
317,600
$1,500

$23,800

$184,040
$21,278
32,321

$26,850

Total: $984,000 31,189,356

Staff's Adjustment:
3 l 1 Pumping Equipment ($72,240)

TOTAL (with Staff" s Adjustment) : 31,117,116

Staff has inspected and verified plant items for Account Nos. 304 (partial), 311, 320 and
330 as adjusted by Staff above. As revealed through the field inspection and data
requests, these post-test year plant items were constructed and placed into service before
December 31, 2002, with the exception of one project in Accost No. 311 at $72,240.
This $72,240 project labeled as, "CC - Plant Replacement" could not be identified by
Mohave and verified by Staff. With the exception of this $72,240 project, Staff finds
these plant items to be used and useful from an engineering perspective.

J. DEPRECIATION RATES

in its prior rate proceeding and its Decision No. 56806, Mohave's depreciation rates were
adopted. These same rates were used by Mohave in this rate proceeding and are
presented in Table la/lM~B. Staff recommends the depreciation rates delineated in Table
MM-B be used for this proceeding.

Table MM-B. Water Depreciation Rates

Depreciable Plant RateAccount No. *.
1301

302

303

Intangible
Organization
Franchises
Miscellaneous intangibles

0%
0%
0% n

5
|

320

Pumping
Land and Land Rights 0%



330
321
332

Water Treatment
Land and Land Rights
Structures and Improvements
Water Treatment Equipment

00 0
2.50%
l2.00%

321
323
325
326

328.10

2.39%

0%

5. 12%

0%

0%

Structures and Improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipment

s
E
I

1

Transmission and Distribution

;

0%
1.81%
1.81%
2.61%
0%

5.41%
6.53%
0%
0% f

Land and Land Rights
Structures and Improvements
Distribution, Reservoirs, ac ST
Transmission and Distribution
Fire Mains
Services
Meters
Hydrants
Other Transmission & Distribution

340
341
342
343
344
345
346
348
349

General
0%

2.03%
4.10%
4.10%
25.00%
3.93%
7.55%
3.06%
9.23%
4.10%
6.19%

Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

389
390
391

391.10
392
393
394
395
396
397
398

J'
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l

I

K. OTHER ISSUES

1. Service Line and Meter Installation Charges

Mohave has requested to change its service line and meter installation charges. These
charges are refundable advances and Mohave's proposed charges are within Staffs
experience of reasonable and customary charges. For 2-inch meters, the typical charges
vary according to meter type (turbine or compound). Therefore, Staff recommends
adopting a service line and meter installation charge of"At cost" for the 2-inch size.



5/8 x3/4-mnch s275 $500

3/4-inch $295 $575

S660

$900

l-meh $325

1-1/2-inch $475

2-inch $650

3 -inch At cost

4-1nch At cost

6-mch At cost

$900

At cost

!

At cost

At cost

At cost

8-meh At cost At cost I
._ . l

Az-Am Water Company -.- Mohave Water District
August 26, 2003
Page 5 l

Table MM-C. Serv ice Line and Meter Installation Charges

I Meter Size Current Charges Proposed Charges

2. Curtailment Plan Tariff

A Curtailment Plan Tariff is an effective tool to allow a water company to manage its
resources during periods of shortages due to pump breakdowns, droughts, or other
unforeseeable events. Since all the Mohave Water District systems do not have this type
of tariff, this rate proceeding provides an opportune time to prepare and file such a tariff.
Staff recommends that the Mohave Water District file curtailment tariffs for each system
within 90 days after the effective date of an order issued in this proceeding. These tariffs
shall be submitted to the Director of Utilities Division for his review and certification.
Staff also recommends that these tariffs shall generally conform to the sample tariff found
posted on the Commission's web site (www.cc.state.az.us/utilitv) or available upon
request from Commission Staff.
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Mohave Water District

SUMMARY

Three of the five Mohave Water District's water systems have non-account water
loss of 10% or more. Effective upon the date an order is issued in this proceeding,
these high water loss water systems should monitor and file semi-annual reports
within 30 days after the end of each 6-month period for one year, with the
Director of the Utilities Division, indicating the quantity of water pumped, gallons
sold and water loss percentage for each month during that 6-month period. If the
reduction of water loss to less than 10% cannot be achieved, Mohave Water
District shall submit to the Director of the Utilities Division plans which outline
the procedures, steps, and time frames to achieve acceptable water losses. These
plans shall be submitted within 18 months after the effective date of an order
issued in this proceeding

2. Four of the five water systems had adequate well and storage capacities to serve
the customer base during the test year. One system is a consecutive system and
has no well, storages or pumping facilities.

3. ADEQ has determined that all five of Mohave Water District's systems are
currently delivering water that meets the water quality standards required by
Arizona Administrative Code, Title 18, Chapter 4.

4. Staffs adjusted annual water testing cost for each system is as follows and should
be adopted:

Water Svstern PWS # Annual Cost

1. Camp Mohave
Lake Mohave Highlands
Desert Foothills
Rio Vista
Mohave Water - Main

08-037
08-062
08~137
08~333
08~032

$682
$718

S1J74
$246

$16590

2.
3.
4.
5.

Total; 319,410

5. All water systems have arsenic concentrations of 10 ppb or less and are currently
meeting the new arsenic MCL.

6. Mohave Water District is not located in any ADWR Active Management Area.

7. Mohave Water District has no outstanding ACC compliance issues.

8. Staff recommends that Mohave's RCN value not be accepted for purposes of
setting rates in this proceeding.



Az~A.m Water Company - Mohave Water District
August 26, 2003
Page 53

9. With the exception of one project, Staff has confirmed that the post-test year plant
items for Account Nos. 304 (partial), 311, 320 and 330 were in service before
December 31, 2002 and finds these plant items to be used and useful from an
engineering perspective.

10. Staff recommends that Mohave's depreciation rates be used for this proceeding.

Staff recommends the acceptance of Mohave's proposed Service Line and Meter
Installation Charges, except for the 2-inch meter size. For the 2-inch size, Staff
recommends adopting a charge of "At cost".

12. Staff recommends that Mohave file Curtailment Plan Tariffs for all its systems
within 90 days after the effective date of an order issued in this proceeding.

\
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EXECUTIVE SUMMARY
ARIZONA-AIVIERICAN WATER COMPANY

DOCKET NOS. WS-01303A-02-0867, etal.

(1) Staff accepts the following Reproduction Cost New ("RCN") values for the various
Arizona-American distn'cts:

District RCN Value (dollars)
(land & intangibles not trended)

Sun City Water
Sun City Wastewater
Sun City West Water
Sun City West Wastewater
Agua Fria
Anthem Water
Anthem Wastewater
Tubac Water
Mohave Water
Havasu Water

81,526,331
41,107,539
40,335,226
54,552,306
58,598,675
42,788,201
24,000,160
3,099,558

31,855,608
2,742,969

TOTAL: 380,606,574

(2) The results of the Company's Cost of Service Studies (Schedules G-1 to G-7) for the
water districts as presented in the Rebuttal Testimony of Mr. Ronald L. Kozo ran
could be considered and used as a guide for rate design in this proceeding.

i
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1 INTRODUCTION

2 Q~ Please identify the purpose and sponsorship of this testimony?

3 A.

4

The purpose is to present a surrebuttatl response on behalf of members of the Engineering

Staff of the Utilities Division of the Arizona Corporation Commission to the rebuttal

5 Arizona-American Water Company (herein "Arizona-

6

testimony provided by various

American" or "Company") witnesses.

7

8 Q- Did you consult with the other Staff Engineers in preparation of your surrebuttal

9
' 3

10 A.

11

12

13

14

15

16

testimony?

Yes. I developed my testimony after consulting with John A. Chelus, Dorothy M. Hains

and Lyndon R. Harmon, all of whom ilea direct testimony in this rate proceeding on

September 5, 2003. John A. Chelus had tiled direct testimony regarding the Sun City

West water and wastewater districts. Dorothy M. Hains tiled direct testimony regarding

the Sun City water and wastewater districts. Lyndon R. Harmon had f iled direct

testimony regarding the Agua Fria water as well as Anthem water and wastewater

districts. I had filed direct testimony regarding the Tubac, Havasu, and Mohave water

17 districts.

18

19 Q.

20

Does this Surrebuttal Testimony accurately reflect the views and recommendations

of all the Staff Engineers in this rate proceeding?

21 A.

22

23

Yes it does. The testimony presented here attests to the view of all Staff Engineers

involved in this rate proceeding. The figures presented here are the results of each Staff

Engineer's findings concerning the water and wastewater districts listed above.
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1 Q~ What is the scope of this surrebuttal testimony?

2 A.

3

4

5

6

7

This surrebuttal testimony will focus on the Reproduction Cost New ("RCN") Analysis,

Cost of Service Studies, and odder incidental additions, clarifications, or corrections to the

individual direct testimony of the Engineering Staff Engineering Staff did not attempt to

address every issue raised by the Arizona-American, and silence by the Engineering Staff

on any issue or recommendation made by Arizona-American should not be taken as the

Engineering Staffs acceptance of such issue or recommendation.

8

9 REPRODUCTION COST NEW ANALYSIS

10 Q-

11

Could you please summarize the problems found with the Company's Reproduction

Cost New Analysis ("RCN Study") discussed in each Staff Engineer's Direct

12 Testimonies.

13 A. Yes. A11 of the Staff Engineer's identified several problems in the RCN Studies done by

14

15

the Company for each of the water and wastewater districts. These problems included the

following:

16

17 1. The fact that the As-Am RCN were not "valuation studies" but were merely "asset

18

19 2.

20 3.

21 4.

22 5.

listings."

The fact that some plant items had incomplete descriptions and quantities.

The fact that the Handy-Whiman factors were not used properly.

The fact that all plant items were trended using the Handy-Whitman Indexes.

The fact that items such as Organization, Franchises and Land costs were trended

23

24 6.

when they should not have been.

The fact that Az-Am added corporate labor and overhead to the asset items in an

25

26 7.

unorganized fashion.

The fact dart contributed plant was not identified and removed from rate base.
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1

2

3

Due to the fact that many of these problems existed for all of the water and wastewater

districts, Staff believed that the RCN values in the Company's direct testimony should not

be accepted for any of the water and wastewater districts.

4

5 Q- Did you and the other Staff Engineers review the Company's Rebuttal Testimony

6 concerning RCN ?

7 A. Yes. A11 of us reviewed die rebuttal testimonies of Thomas BourasSa and William M.

8 Stout. These were the Company witnesses that discussed the RCN Study.

9

10 Q- Did  the  Company address  the  iden t i f ied  p rob lems to  Eng ineer ing  S ta f f s 34

11 satisfaction?

12 A.

13

14

15

16

17

18

19

20

Yes, the Company has addressed the identified problems to the satisfaction of Engineering

Staff. Engineering Staff now believes that the adjustments performed by the Company in

its rebuttal testimony make the RCN Study a true "valuation study." The Company's

RCN values reflect the proper use of specific cost indices and proper use of the Handy-

Whitman index and removed unidentified items and items not used and useiiil. In

addition, items such as Organization, Franchises and Land costs were not trended in the

Company's RCN values, but were accepted at original costs. in short, the major problems

in the RCN values presented by the Company in its direct testimonies have been corrected

in its rebuttal testimony.

21

22 Q.

23

Mr. Stout, in his rebuttal testimony at page 6, starting on line 8, discusses "Staffs

RCN studies." Did Staff develop an RCN Study for this case?

24 A.

25

26

No. What Mr. Stout is referring to is a series of figures developed by Engineering Staff

when analyzing the Company's original RCN values in its direct testimony. These figures

sought to serve as a basis for evaluating the impact of correcting some of the major
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1

2

3

4

deficiencies in the Company's analysis. However, these figures were not an "RCN study"

as described by Mr. Stout because the figures still contained a number of the short-

cornings and were much more of an asset listing than a true RCN study. The Company

did use Engineering Staflf"s figures as the basis for developing the RCN Study presented in

its rebuttal testimonies.5

6

7 Q- Does the Engineering Staff now accept the revised RCN Study presented in Arizona-

American's Rebuttal Testimony?8

9

10

A.

11

Yes, the Company has addressed the problems delineated above to the satisfaction of

Engineering Staff Engineering Staff accepts those RCN values presented in Bourassa

Rebuttal Exhibit 9. These RCN values are:

12

13

14

RCN Value ($)

(Land and Intangibles not Handed)

15

16

17

81,526,331

41,107,539

40,335,226

18

19

20

21 Anthem Wastewater

22 Tubae Water

23 Mohave Water

24 Havasu Water

25

District

Sun City Water

Sun City Wastewater

Sun City West Water

Sun City West Wastewater 54,552,306

Agua Fria Water 58,598,675

Anthem Water 42,788,201

24,000,160

3,099,558

31 ,855,608

2,742,969

380,606,574TOTAL:
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1

2

3

4

As stated above, the problems identified by Engineering Staff in the Company's RCN

Study in its Direct Testimony are absent in these values. Given that any RCN study is

going to have limits as to how precisely the RCN values can be derived, the RCN Study

provided by the Company in its Rebuttal Testimony is acceptable to Engineering Staff.

5

6 Q~ Does the Engineering Staff recommend the use of this RCN Study for the purpose of

setting fair values in this rate case?7

8 A.

9

10

11

12

The acceptance of any values for the Reproduction New Cost study does not constitute an

endorsement of any particular use for those values in setting the fair value rate base or for

the determination of any revenue requirement. In the past, any particular use of RCN

values has not been an Engineering function and the decision of how to use RCN values is

made by the revenue requirement witness.

13

14 In addition, Engineering Staff does not endorse the Colnpany's present RCN study as the

sole and best methodology in future rate cases.15

16

17 COST OF SERVICE STUDIES

18 Q~ Did Arizona-American prepare and present Cost of Service Studies ("COSS") in its

Rebuttal Testimony?19

20 A.

21

Yes, the Company submitted COSS for all the water districts and none for the wastewater

districts.

22

23 Q- Could you please explain what a COSS is?

24 A.

25

In simple terms, a COSS is a determination of cost-causer by customer class, i.e., how

much it costs a utility to provide its service to each customer class. The reason for
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1

2

determining the costs incurred by a utility to serve each customer class is to assist in

allocating the revenue requirement for each customer class.

3

4

5

6

7

8

For each utility, there are several generally accepted methods of conducting a COSS.

There is no one "correct" COSS method, but rather a range of reasonable alternatives.

This is not to suggest that COSS are arbitrary, some allocations are clearly more

reasonable than others. This is the reason a COSS should be used only as a general guide

and as one of several considerations in designing rates.

9

10 Q-

11 A.

12

13

Did you review these COSS?

Yes. I was able to perform a cursory review of the Company's COSS. However, I was

not able to conduct as thorough a review of the COSS as I would have liked or as would

be required to fully indorse the COSS as proper due to lack of time.

14

15 Q_

16 A.

17

Was developing rate design part of your review assignment?

No. Rate design should not be confused with COSS. A COSS is the allocation of costs to

each customer class. Rate design is basically the allocation of revenues to each customer

18

19

class. The COSS is only one of many factors that are considered when determining the

Once the revenue allocation is completed, thenappropriate allocation of revenues.

20 specific rates are designed to collect those revenues.

21

22

23

24

Although the Company submitted a rate design in Schedules G-8 and G-9 for each water

district, I did not review that portion of the COSS. Staffs rate design witness is Mr.

Dennis Rogers.
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1 Q-

2 A.

3

4

5

6

7

Please describe the process you used in reviewing these COSS.

Since the Company used Staffs proposed plant values, expenses, and rates of return from

Staffs direct testimony, my review process was in three steps. First, I verified that the

rate base and expense numbers used in the COSS matched those in Staffs direct

testimony. Second, I reviewed the cost allocations used by the Company to determine

whether these amounts were appropriate. Finally, I conducted a quick review of the

COSS itself to gain an understanding of how the Company had set up this study and how

it worked.8

9

10 Q- Did you have sufficient time to conduct a thorough review of these COSS?
jg

11 A. No. My review process mainly consisted of verification of the use of Staff' s numbers and

12 A full review would consist of a complete

13

appropriateness of the cost allocations.

understanding of exactly how the COSS was set up and how it worked.

Q- Based on your quick review, what are your conclusions with regard to these COSS?

14

15

16 A. The Company used plant values, expenses, and rates of return from Staffs direct

In some cases, the Company recomputed revenues that showed slight17

18

testimony.

differences by using Staffs bill count revenues.

19

20

The cost allocations used by the

Company appear to be appropriate. For these reasons, the Company's conclusions in the

COSS as presented in the Rebuttal Testimony of Mr. Ronald L. Kozo ran, could be

21

22

23

24

considered and used as a guide for rate design in this proceeding but again as simply one

element that could be considered in addressing rate design issues. In short, while I was

not able to verify as proper every single function of the COSS, based on my cursory

review, the COSS appears appropriate.

25
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1

2

Q-

A.

Does this conclude the surrebuttal testimony of the Engineering Staff?

Yes it does.

a
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SUMMARY OF DIRECT TESTIMONY
OF JOHN A. CHELUS

ARIZONA-AMERICAN WATER COMPANY, INC.
SUN CITY WEST DISTRICT

DOCKET no. WS-01303A-02-0867

Sun Citv West - Water

CONCLUSIONS

1. The Sun City West water system has a non-account water loss of 6.0 percent. The Cool Well
system has a non-account water loss of 10.0 percent. These levels are acceptable in this rate
proceeding.

2. Based on data submitted by the Company from Maricopa County Environmental Services
Department ("MCESD"), MCESD has determined that systems PWS #04-07-150, Sun City
West, and PWS # 04-07-080, Cool Well, are currently delivering water that meets the water
quality standards required by Arizona Administrative Code, Title 18, Chapter 4.

3. The most recent lab analysis for the Sun City West water system indicates that six of the ten
wells have Arsenic levels above 10 ppb. The Cool Well system had an arsenic value of 5 ppb.
The Company is currently evaluating its options to achieve the new arsenic level of 10 parts
per billon.

4. The Sun City West Water District is located within the Phoenix Active Management Area
("AMA") and is in compliance with the AMA's reporting and conservation requirements.

5. The Sun City West Water District has no outstanding Arizona Corporation Commission
compliance issues. '

6. Staff considers the reported water testing expenses for the Sun City West Water District
reasonable.

RECQMMENDATIQNS

1. It is recommended that the Sun City West Water District continue to use depreciation rates as
delineated in Exhibit 6 of Schedule JAC-1 .

2. Staff recommends the adoption of the Company proposed Service Line and Meter Installation
Charges except for the 2 inch meter size. For the 2 inch meter size, Staff recommends adopting a
charge of "At Cost". (Schedule JAC-1 Section K)
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3. Staff recommends that die Sun City West Water District tile curtailment tariffs within 90 days
after the effective date of any decision and order pursuant to this application. The tariff shall be
submitted to the Director of the Utilities Division for his review and certification. Staff also
recommends that the tariff shall generally conform to the sample tariff found posted on the
Commission's web site (www.cc.state.az.us/utilitv)or available upon request from Commission
Staff

4. Staffrecomm ends that Arizona American be required to install additional storage or production
capacity to meet 24 hour storage requirements to the Cool Well system no later than December
31, 2004 as discussed in Schedule JAC-1, Section C.

5. Staffhas evaluated Sun City West Water District's RCN and recommends that its cost values
not be accepted for purposes of setting rates in this proceeding.

6. Engineering Staff recommends the acceptance without adjustment of the Sun City West's
revisedPro FormaPlant Schedule B-2,page9 supplied in data response JAC-13-5, provided by
Mr. Tom Bourassa as discussed in Schedule JAC-1, Section I and Exhibit 5. However, this
"used and useful" determination does not imply a specific treatment for rate base or rate making
purposes. The direct testimony of Mr. Dacron Carlson will discuss the post test year rate base
and rate making treatment in this case.

x
7. Staff recommends adjustment of original Cost rate base by $19,743 as delineated in Schedule

JAC-1, Section H.

Sun City West - Wastewater

CONCLUSIONS

1. The Sun City West Wastewater District has no outstanding Arizona Corporation Commission
compliance issues.

RECOMMENDATIONS

1. It is recommended that the Sun City West Wastewater District continue to use depreciation rates
as delineated in Exhibit 5 of Schedule JAC-2.

2. Staff has evaluated Sun City West Wastewater District's RCN and recommends that its cost
values not be accepted for purposes of setting rates in this proceeding.

3. Engineering Staff recommends the acceptance without adjustment of the Sun City West
Wastewater Distlict's revisedPro Forma Plant Schedule B-2, page 9 supplied in data response
JAC-13-5, provided by Mr. Tom Bourassa as discussed in Schedule JAC-2, Section H and
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Exhibit 4. However, this "used and useful" determination does not imply a specific treatment for
rate base or rate making purposes. The direct testimony of Mr. Dacron Carlson will discuss die
post test year rate base and rate malting treatment in this case.

4. Staff recommends adjustment of original Cost rate base by $215,448 as delineated in Schedule
JAC-2, Section I.

a
|
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Direct 1est1mony of John A. nexus
Docket Nos. WS-01303A-02-0867, et al.
Page l

1 1. INTRODUCTION

2 Q- Please state your name and business address.

3 A.

4

My name is John A. Chelus. My business address is 1200 West Washington Street, Phoenix,

Arizona 85007.

5

6 Q- By whom and in what position are you employed?

7 A.

8

I am employed by the Arizona Corporation Commission ("Commission") as a Utilities

Engineer - Water/Wastewater for the Utilities Division

9

How long have you been employed by the Commission?10 Q.

A.11 Shave been employed by the Commission since September 1990.

12

13 Q- What are your responsibilities as a Utilities Engineer - Water/Wastewater?

14 A.

15

16

17

I inspect, investigate, and evaluate water and wastewater systems, obtain data, prepare

investigative reports, suggest corrective action and provide technical recommendations on

water and wastewater system deficiencies, and provide written and oral testimony on rate and

other cases before die Commission.

18

19 Q.

20 A.

How many companies have you analyzed fo.r the Utilities Division?

Shave analyzed approximately 130 companies in vacuous capacities for the Utilities Division.

21

22 Q- Have you previously testified before this Commission?

23 A. Yes, I have.

24

25 Q- What is your educational background?

26 A.

27

28

I graduated from the Rochester Institute of Technology in 1976 with a Bachelors Degree in

Civil Engineering and from Oklahoma State University in 1978 with a Masters Degree in

Environmental Engineering .
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Direct Testimony of John A. Chelas
Docket Nos. WS-01303A-02-0867, et al.
Page 2

1

2 A.

Q- Briefly describe your pertinent work experience.

3

4

5

6

7

8

9

10

11

worked for the Dallas Water Utilities as an engineer in the Wastewater Division, and then

in the Engineering Design Division from 1978 to 1981. I moved to Grand Junction,

Colorado and worked for Multi Mineral Corporation as a research engineer until 1982. After

this I worked for Westwater Engineering Consultants as a design engineer. In 1983, Iras

employed by Sauter Construction as a construction engineer for the construction of the Ute

Water Treatment facilities in Palisade, Colorado. In 1984 and 1985, Iras employed by the

City of Grand Junction as a Grade W wastewater operator at their 12 million gallon per day

activated sludge treatment facility. In 1986, moved to Phoenix and began working for the

Arizona Department of Environmental Quality ("ADEQ"), Office of Water Quality, as a

design review engineer, and then as a field engineer. I stayed at ADEQ until transferring to

the Commission in 1990.

\

12

13

14 I I . PURPOSE OF TESTIMONY

What was your assignment in this rate proceeding?15 Q-

16 A. My assignment was to provide engineering evaluations of the Arizona-American Water

Company, Inc. ("As-Am") - Sun City West Water and Wastewater District operations.17

18

19 Q- What is the purpose of your testimony in this proceeding?

20 A.

21

22

To present the findings ofrny engineering evaluations of the Az-Arn .- Sun City West Water

and Wastewater District op rations. Those findings are contained in my Engineering Reports

that I have prep wed for this proceeding. These reports are included as Schedules JAC-1 and

JAC-2 in this direct testimony.23

24

25

26

27

28
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Direct Testimony of John A. Chelus
Docket Nos. WS-01303A-02-0867, et al.
Page 3

1 HI.

2 Q,

ENGINEERING REPORTS

Would you briefly describe what was involved in preparing the Engineering Reports

for the water operations in this rate proceeding?3

4 A.

5

6

7

8

9

10

11

12

After reviewing Az-Am's Sun City West rate applications, physically inspected the water

and wastewater systems to evaluate their operations and to determine which plant items were

or were not used and useful. I contacted the Arizona Department of Environmental Quality

("ADEQ"), Maricopa County Environmental Services Department ("MCESD"), Arizona

Department of Water Resources ("ADWR") and the Commission's Compliance Section Unit

to determine ifAz-Am was in compliance MM ADEQ, MCESD, ADWR and Commission

regulations. I obtained information iron As-Am regarding water usage, wastewater flow,

water testing, growth, Reproduction Cost new plant, depreciation rates and post-test year

plant and analyzed that information. Based on this data, Image my evaluations and prepared

my Engineering Reports.13

14

Q. Do Schedules JAC-1 and JAC-2 accurately describe the Az-Am Sun City West District

as you found it during your investigation?

15

16

17 A.

18

Yes, to the best of my knowledge.

19 IV .

20 Q.

REPRODUCTION COST NEW ANALYSIS

Did Az-Am Sun City West Water and Wastewater Districts submit Reproduction Cost

New (RCN) studies as part of their applications?21

22 A. As-Am submitted an RCN asset listings for the year end'mg December31 , 2001. The RCN's

reported the following original cost and RCN, plant in service values.23

24 RCN
$42,839,171
$59,511,48325

Sun City West (Water)
Sun City West (Wastewater)

Original Cost

$29,950,788
$39,775,541

26

27

28
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Direct Testimony of John A. Chelas
Docket Nos. WS-01303A-02-0867, et al.
Page 4

1 Q, What is Staffs position concerning the RCN study, which was submitted by Az-Am in

this proceeding?2

3 A. Staff has evaluated the RCN for due Sun City West Water and Wastewater Districts and

recommends that the RCN values not be accepted for the purposes of setting rates in this4

5 proceeding.

6

7 Q- Why has Staff taken that position?

8 A. There are many reasons which include:

9
1.

10

11

12

13

The Az-Am RCN is no more than an "asset listing" that lists all the past and present
assets of the utility, even if an asset item is retired, abandoned or no longer exists. Iran
RCN is to be considered, the RCN should be a "valuation study" to reproduce, replace
or construct existing physical properties (actual plant that is used and useful.) For
example, the Sun City West Waterwater RCN included asset items for chlorine gas
disinfection which is no longer being used. The Company identified some of these
items in response to data request JAC-28-3 .

.: 2
I 14

2. No contributed plant was identified or removed from plant in service base.

15
3.

16

17

The Handy Whitman factors were not used properly. A composite index number was
used for all plant accounts. The actual Handy-Whitman index numbers are arranged to
follow the plant classification of the National Association of Regulatory Utility
Commissioners ('NARUC") and differ by geographical regions.

18
4.

19

20

All plant items were trended using the Handy-Whitman index. However, the Handy
Whitman index should only be used for utility construction and should not be used for
plant items such as office iiumiture, computers, transportation equipment, stores, tools
and communication equipment.

21
5. In some instances, organization, danchise, and land costs were trended,

accounts should not be trended in RCN studies.
These

22

23 6.

24

Audited portions exhibited misclassifications of plant in service. For example, in the
Sun City West water RCN, Chairs were listed and trended under the account for
services, tanks were listed under the account for pumps, and landscaping was listed
under the account for wells.25

26 7.

27

28

As-Am added corporate labor and overhead to the asset items in a haphazard fashion
without identification which makes it impossible to perform an accurate RCN. In some
cases, the corporate labor and overhead for a number of assets appears to be added to
only one asset item. In addition, it is questionable that this overhead should even be
included in the RCN determination. For example, responses to data request JAC-13-4



Asset
Number

District Proj act Labor and
Parts

Corporate Labor &
Gverhead

3134501 SSW - Water Sub. Motor and Pump $37,714.34 $11,573.97
3094749 SSW- Waste Purchase Kawasald Mule $6,800 $22,527.61
3094750 SSW-Waste Purchase Kawasald Mule $6,800 $1,861.91
3094750 SSW-Waste Purchase 2001 Cha Truck $17,852.98 $19.13
3134483 SSW-Waste Purchase Ford with Boom $96,791.28 $26,596.97

1 I
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Direct Testimony of John A. Chelus
Docket Nos. WS-01303A-02-0867, et al.
Page 5

lists the following plant costs and corporate overhead and labor:
1

2

3

4

5

6

7

8

9

10

11

12

4I

In the above table, asset number 3134501 was an entry for the replacement of a
submersible pump and motor. The invoice provided by Az-Am totaled $37,714.34 for
the parts arid the labor to install them. 111 addition, Az-Am added Sl1,573.97 as "labor
and overhead" without any invoices or justification. Asset numbers 3094749 and
3094750 are for Kawasald Mule utility vehicles purchased on the same purchase order
for $6,800 each. As-Am then added labor and overhead of $22,527.61 to one of the
vehicles and $1,861 .91 to the other with no justification. Az-Am only added $19. 13
in labor and overhead to asset number 3094750 for a Chevy Truck. And Finally, asset
number 3134483 is an entry for a Ford F550B truck with a boom attached. The invoice
provided by As-Am isfor $96,791.28 which is for the truck, the boom, and the labor to
install the boom. In addition, Az-Am is claiming undocumented labor and overhead of
$26,596.97

8. Az-Am's RCNs have incomplete Plant Descriptions and Quantities, For example
many asset numbers are listed as unidentified.

13

14

15

16

17 Q.

18 A.

19

20

Why didn't Staff amend or revise the RCN submitted by Arizona-American?

21

22

A properly prepared RCN Study begins with a complete inventory of the plant-in-service that

is used and useful. The appropriate trend factors are then applied to reproduce each plant

item at today's cost. The RCN is only valid if the person preparing the study knows precisely

what the plant item is so that the appropriate trend factor is applied. In order to conduct a

RCN study, the following information needs to be provided:

23

24 a.

25

Complete and accurate plant descriptions for the plant-in-service for each
independent system including the yea the plant was installed. Such plant would
include wells, booster pumps, hydrants, storage tanks, pressure tanks, mains, meters,
treatment equipment, structures, etc.

26

27 b. Verification of plant item brand names, size and quantities.

As discussed above, Staff found the methodology and data for the Az-Am RCN to be28
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Direct Testimony of John A. Chelus
Docket Nos. WS-01303A-02-0867, et al.
Page 6

1

2

3

4

irreparably flawed. To prepare a RCN i8*om a zero base startingplace for a company's large

and complex as this would be beyond the resources of Staff Moreover, it is the sole

responsibility of the Company if it wishes consideration of an RCN in a rate malting

proceeding, to prepare and present a valid and understandable sandy.

5

6 V. CONCLUSIONS AND RECOMMENDATIONS

Based on your investigation and evaluation, do you have any recommendations?Q-

Yes.

7

g A.

9

10 Q. Please summarize your findings and recommendations for the Sun City West District

contained in Engineering Reports JAC-1 and JAC-2.11

12 A.

13

After my engineering evaluations of the Az-Am - Sun City West Districts' operation, Staff

concludes and recommends that:

14

15 Sun Citv West - Water District

16 CONCLUSIONS

17 1.

18

Arizona-American Water Company- Sun City West Water District has a non-account

water loss of 6.0 percent. The Cool Well system has a non-account water loss of 10.0
percent. These levels are acceptable in this rate proceeding.

19

20
2. Based on data submitted by the Company from Maricopa County Environmental

Services Department (MCESD), MCESD has determined that systems PWS #04-07-
150, Sun City West, and PWS # 04-07-080 Cool Well are currently delivering water.
that meets the water quality standards required by Arizona Administrative Code, Title
18, Chapter 4.

21

22

23 3.

24

The most recent lab analysis for the Sun City West system indicates that six of the ten
wells have Arsenic levels above 10 ppb. The Cool Well system had an arsenic value of
5 ppb. The Company is currently evaluating its options to achieve the new arsenic
level of 10 parts per billon.

25

26 4.

27

28
5.

The Sun City West Water District is located within the Phoenix Active Management
Area ("AMA") and is in compliance wide the AMA's reporting and conservation
requirements.
The Sun City West Water District has no outstanding Arizona Corporation
Cornrnission compliance issues.
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Direct Testimony of John A. Chelas
Docket Nos. WS-01303A-02-0867, et al.
Page 7

1

2

6. Staff considers the reported water testing expenses for the Sun City West District
reasonable.

3

4 RECOMMENDATIONS

5

6

1. It is recommended that the Company continue to use depreciation rates as delineated in
Exhibit 6 of Schedule JAC-1.

2. Staff recommends the adoption of the Company proposed Service Line and Meter
Installation Charges except for due 2 inch meter size. For die 2 inch meter size, Staff
recommends adopting a charge of "At Cost",

7

8

9

10

11

3. Staff recommends that the Company ile a curtailment tariff within 90 days after the
effective date of any decision and order pursuant to this application. The tariff shall be
submitted to the Director of the Utilities Division for his review and certification. Staff
also recommends that the tariff shall generally conform to the sample tariff found
posted on the Commission's web site (www.cc.state.az.us/utilitv) or available upon
request Hom Commission Staff

4.

a

I

I

Staff recommends that the Company be required to install additional storage or
production capacity to meet 24 hour storage requirements to the Cool Well system no
later than December 31, 2004.

12

13

14

15

16

5. Staff has evaluated Sun City West's RCN and recommends that its cost values not be
accepted for purposes of setting rates in this proceeding.

17

18

19

20

6. Engineering Staff recommends the acceptance, without adjustment of the Company's
revised Pro Forma Plant Schedules B-2, page 9 supplied in data response JAC-13-5,
provided by Mr. Tom Bourassa. However, this "used and useful" determination does
not imply a specific treatment for rate base or rate malting purposes. The direct
testimony of Mr. Dacron Carlson will discuss the post test year rate base and rate

making treatment in this case.

21
7. Engineering Staff recommends adjustment of original Cost rate base bY $19,743 as

delineated in Schedule JAC-1 , Section H.22

23

24

25

26

27

28
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Page 8 .

1 Sun Citv West - Wastewater District

2 CONCLUSIONS

3 1. The Sun City West Wastewater District has no outstanding Arizona Corporation
Commission compliance issues.

4

5 RECQMMENDATIONS

6

7

1. It is recommended that the Company continue to use depreciation rates as delineated 'm
Exhibit 5 of Schedule JAC-2.

2. Staffhas evaluated Sun City West's RCN and recommends that its cost values not be
accepted for purposes of setting rates in this proceeding.

8

9

10 3. Engineering Staffrecommends the acceptance, without adjustment of the Company's
revisedPro Forma Plant Schedules B-2, page 9 supplied in data response JAC-13-5,
provided by Mr. Tom Bourassa. However, this "used and useful" determination does
not imply a specific treatment for rate base or rate malting purposes. The direct
testimony of Mr. Dacron Carlson will discuss the post test year rate base and rate
making treatment in this case.

.'
9'

4. Engineering Staff recommends adjustment of original Cost rate base by $215,448 as
delineated in Schedule JAC-2, Section I.

Does this conclude your direct testimony?

11

12

13

14

15

16
Q-

17
A.

18

19

Yes, it does.

I
I

20

21

22

23

24

25

26

27

28
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Engineering Report for Arizona-
American Sun City West Water
District (Rates)
Docket No. WS-01303A-02-0867
By John A. Chelus
September 5, 2003

CONCLUSIONS

A. Arizona-American Water Company - Sun City West Water system has a non-account
water loss of 6.0%. The Cool Well system has a non-account water loss of l0.0%. These
levels are acceptable in this rate proceeding. (See Section C, page 6.)

B. Based on data submitted by the Company from Maricopa County Environmental Services
Department ("MCESD"), MCESD has determined drat systems PWS #04-07-150, Sun
City West, and PWS #04-0'7-080, Cool Well, are currently delivering water that meets the
water quality standards required by Arizona Administrative Code, Title 18, Chapter 4.
(See Section E, page 9.)

c.

N
}
rt

The most recent lab analysis for the Sun City West system indicates that six of the ten
wells have Arsenic levels above 10 ppb. The Cool Well system had an arsenic value of 5
ppb. The Company is currently evaluating its options to achieve the new arsenic level of
10 parts per billon. (See Section E, page 9.)

D. The Sun City West District is located within the Phoenix Active Management Area
("AMA") and is in Compliance with the AMA's reporting and conservation requirements.
(See Section F, page 10.)

E. The Sun City West District has no outstanding Arizona Corporation Commission
compliance issues. (See Section G, page 10.)

I
4

F. Staff considers the reported water testing expenses for the Sun City West District
reasonable. (See Section E, page 9)

RECOMMENDATIONS

1. It is recommended that the Company continue to use depreciation rates as delineated in
Exhibit 6. (See Section J, page 11 and Exhibit 6)

2. Staff recommends the adoption of the Company proposed Service Line and Meter
Installation Charges except for the 2 inch meter size. For the 2 inch meter size, Staff
recommends adopting a charge of "At Cost". (See Section K. 1, page 12.)
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3 . Staff recommends that the Company tile a curtailment tariff within 90 days after the
effective date of any decision and order pursuant to this application. The tariff shall be
submitted to the Director of the Utilities Division for his review and certification. Staff
also recommends that the tariff shall generally conform to the sample tariff found posted
on the Cornmission's web site ( .cc.state.&.us/utiliw) or available upon request from
Commission Staff

4. Staff recommends that the Company be required to install additional storage or
production capacity to meet 24 hour storage requirements to the Cool Well system no
later than December 31, 2004. (See Section C, page 6)

5. Staff has evaluated Sun City West's RCN and recommends that its cost values not be
accepted for purposes of setting rates in this proceeding. (See Section H, page 10 and
Direct Testimony)

6. Staff Engineering recommends the acceptance without adjustment of the Company's
revised Pro Forma Plant Schedule B-2, page 9 supplied in data response JAC-13-5,
provided by Mr. Tom Bourassa. However, this "used and useNix" determination does not
imply a specific treatment for rate base or rate malting purposes. The direct testimony of
Mr. Dacron Carlson will discuss the post test year rate base and rate malting treatment in
this case. (See Section I ,Post Test Year Plant, page ll and Exhibit 5)a; N

/

7. Engineering Staff recommends adjustment of original Cost rate base by $19,743. (See
Section H, Page 10.
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AD_..__.-_.

Number *
Well
Number

4

55-6102171.2

I 55-6129631.3

55-6102191.4

55-6102201.5

Wells Serving Plant 1
1.1 14141 W 55-547409

Meeker
19425
Wilson Way
14427 W.
Yosemite
13503 W
Daisy ct.
17618 N
Lasso Dr.1

Location
Number

B(4-1)27cbb

B(4-1)28baa

B(4-1)34acb

B(4-1)13ddb

Pump
HP

Pump
Yield
(rpm)

250 1,200

200 1,060

800200

200 1,000

200 1,200

Well
Depth
(feet)

1,190

716

1,032

1,176

1,000

Casing
Diameter

16

16

16

20

20

Meter
Size

8

10

10

10

10

Year
Dri l led

1995

1982/
1986
1955

1982

1947

s

Wells Serving Plant 2
200

B(4-1)23bbb 200

B(4-1)22abb 200

B(4-1)21abb 200

B(4-1)21ddb 200

1,200

1,200

1,200

800

990

1,186

904

852

1,060

963

16

20

20

16

20

8

10

10

10

8

1995

1982

1982

1988

1958

B(4-1)23bbb

B(4-1)22abb

B(4-1)21abb

B(4-1)21ddb

12702 W
Stardust
Blvd
13059 W
Deer Valley
13449 W
Deer Valley
14207 W
Parade Dr
21801 11
151sT Ave

55-547408

55-610215

55-610241

55-520840

55-612959

2.1
)
|

2.2

2.3
|

2.4

2.5

12702 W
Stardust
Blvd
13059 W
Deer Valley
13449 W
Deer Valley
14207 W
Parade Dr
21801 11
151sT Ave

l
I

i Page 4
Arizona American Water Company
Sun City West - Water
Docket No. WS-01303A-02-0867

A. LOCATION OF COMPANY

Arizona American - Sun City West District ("Al'izona American" or "Company") serves
approximately 15,000 customers in Sun City West Arizona, Maricopa County. Exhibit 1
describes the location of the Company within Maricopa County, and Exhibit 2 describes
the certificated area of the water company within Maricopa County.

B. DESCRIPTION OF THE WATER SYSTEM

The plant facilities were visited on March 19, 2003 and May 22, 2003 by John A. Chelus,
Utilities Engineer, in the accompaniment of Tom DeYoung, Operations Superintendent -
Water. There are two systems listed under the Sun City West District. The Sun City West
system serves the majority of the customers. The Cool Well System is a very small
system serving approximately 21 customers. Exhibits 3 and 4 are schematics of the
systems. The following tables describe the systems in more detail.

SUN CITY WEST SYSTEM - PWS-0407150
WELLS

i

vIr
I

v

i

* Arizona Department of Water Resources Identification Number



FIRE HYDR.ANTS

Quantity

Standard

Quantity

Other

1,114

BOOSTER PUMPS

SSW Plant 1 SSW Plant 2

Horsepower Quantity Horsepower Quantity

75

100

1

6

75

100

150

125 (Gas Engine)

1

5

2

1

pliléss . "rANI<s

Location Capacity Quantity

SSW Plant 1

SSW Plant 2

10,000

10,000

2

2

STORAGE TANKS

Location

SSW Plant 1

SSW Plant 2

Capacity Quantity

1,000,000

758,000

2

2

CUSTOMER METERS
Size

(in inches) Quantity
14,864

193

259
13

2

1

5/8 X M
%
1

1 %
2

Comp. 3
Turbo 3
Comp. 4
Turbo 4

Comp. 6
Turbo 6

MAINS
Size

(in inches) Material
Length
(in feet)

2
4
6
8
10
12

16
18
20

24
Undetermined

Various
Various
Various
Various
Various
Various
Various
Various
Various
Various

21,724
675,377
78,419
72,619
90,787
26,836
19,202
6,782
1,902

0
7,775

l
l Page 5

Arizona American Water Company
Sun City West - Water
Docket No. WS-01303A-02-0867

SUN CITY WEST SYSTEM - PWS-0407150
(continued)

TREATMENT EQUIPMENT: Gas Chlorination at Each Well Site



ADWR ID
Number*

Pump
HP

Pump
Yield

c~ ~m)

Well
Depth
(Feet)

Casing
Diameter
(inches)

Meter Size
(inches)

Year
Drilled

55-803469 50 300 850 16 4 Rockwell 1972

FIRE HYDRANTS

Qllalltity

St3I'1d3IId

Quantity

Other

0 0

BOOSTER PUMPS

Horsepow

Er
Quantity Horsepower Quantity

3 1 15 2

7 1

PRESSURE TANKS

Capacity Quantity

2,000 1

STORAGE TANKS

Capacity Quantity Built

10,000 1 1994

CUSTOMER METERS
Size

(in inches) Quantity
5/8 x% 20

%
1

1%

MAINS
Size

(in inches) Material
Length
(in feet)

6 PVC 8,000 FL
6 ACP 950 ft
4 p l c 2,100 ft
4 ACP 250 ft.

i u

L l Page 6
Arizona American Water Company
Sun City West Water
Docket No. WS-01303A-02-0867

Cool Wells System - PWS - 0407080
WELLS

* Arizona Department of Water Resources Identification Number

" 1

1

c. WATER USE

Water Sold & Non-Account Water

Sun City West System
Based on the information provided by the Company, water use for the year 2002 is
presented below. Customer consumption experienced a high monthly water use of 483
gallons per day ("GPD") per connection and a low monthly water use of 323 GPD per
connection for an average annual use of 394 GPD per connection.
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Sun City West System Water Use

Non-Account Water
...i

;- "I ~)
The Company reported 2,297,583,000 gallons pumped and 2,159,000,000 gallons sold,
resulting in a water loss of 6.0%. This 6.0% is acceptable to Staff

r

L .

System Analysis

The water system's currently well capacity of 10,650 GPM and storage capacity of
4,016,000 gallons is adequate to serve the 15,227 connections.

:

L4 .4 J

pre

1
LJ

Cool Wells Svstem
Based on the information provided by the Company, water use for the year 2002 is
presented below. This system has one large commercial sand and gravel customer which
uses a large portion of the total gallons sold. The graph shows the total gallons per day
consumption which includes the sand and gravel customer as well as the residential only
usage. Total customer consumption experienced a high monthly water use of 3,476
gallons per day ("GPD") per connection and a low monthly water use of 525 GPD per
connection for an average amiual use of 2,349 GPD per connection. Residential customer
consumption without the sand and gravel operation experienced a high monthly water use
of 1,105 gallons per day per connection and a low monthly water use of 543 GPD per
connection for an average annual use of 713 GPD per connection.
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Non-Account Water

VI[ 1
The Company reported 19,783,000 gallons pumped and 17,777,000
resulting in a water loss of 10%. This 10% is acceptable to Staff.

gallons sold,

LJ
r

|

) System Analysis

FI

J
g .

r

F

The Cool Well system's current well capacity of 300 GPM and storage capacity of 10,000
gallons is not adequate to serve the 21 service connections. The system is lacing in
storage. Even though the Company reports that the sand and gravel operation uses water
only when available, and in the event of an outage is voluntarily removed Hom service,
additional storage is still required. An additional 11,000 gallons of storage is needed
which will bring the total storage to 21,000 gallons. If the sand and gravel operation was
included in the calculation, an additional 63,000 gallons would be required. Staff
recommends that the Company be required to install additional storage or production
capacity to the system to meet the 24 hour storage requirement no later than December
31, 2004.

if
é
1

D. GRO H

r

notiI
.i

customers 0

=l
43
L J

I
F

The Company reported that the Sun City West system had 15,227 customers at the end of
year 2002. The Cool Well system had 21 Customer growth was
determined because there is an inconsistency in the way customers were counted prior to
Arizona American purchasing the Company. Arizona American bases customer count by
number of meters. Citizens Utilities, the previous owner of the Sun City West system,
based the customer count on number of units being served by a meter. For example,

a 50 unit apartment served by one meter having 50 water
This made the customer count much larger for Citizens.

Citizens would list as

customers.

l
:l



Year
Drilled
1995
1982/ 1986
1955
1982
1947

Location

14141 W Meeker
19425 Wilson Way
14427 W. Yosemite
13503 W Daisy Ct.
17618 N Lasso Dr.

ADWR
Number *
55-547409
55-610217
55-612963
55-610219
55-610220

\

I
|

I

I

I Well

Number

1.1

1.2

1.3

1.4

1.5

r 2.1
2.2
2.3
2.4

| 2.5

12702 W Stardust Blvd
13059 W Deer Valley
13449 W Deer Valley
14207 W Parade Dr
21801 D 151$T Ave

55-547408
55-610215
55-610241
55-520840
55-612959

5

5

6

19

17

1995

1982

1982

1988

1958

4 i
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Arizona American Water Company
Sun City West - Water
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E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (ADEQ)
COMPLIANCE

Compliance

Based on data submitted by the Company from Maricopa County Environmental Services
Department ("MCESD"), MCESD has determined that systems PWS #04-07-150, Sun
City West, and PWS # 04-07-080, Cool Well, are currently delivering water that meets
the water quality standards required by Arizona Administrative Code, Title 18, Chapter 4

Water Testing Expense

The Company reported water testing expenses for Sun City West Water of $6,069 on
Schedule C-1 for the test year ending December 31, 2001. Staff considers the reported
expense reasonable.

Arsenic

in

The U.S. Environmental Protection Agency has reduced the arsenic maximum
contaminant level ("MCL") in drinking water Hom 50 parts per billion ("ppb") to 10 ppb
The date for compliance with the new MCL is January 23, 2006.

The most recent lab analyses for Sun City West are shown in the following table. Six of
the ten wells have Arsenic levels above 10 ppb. The Cool Well system had an arsenic
value of 5 ppb.

SUN CITY WEST SYSTEM _ PWS-0407150
Arsenic Levels
Parts Per Billion

21

14

22

21

I

* Arizona Department of Water Resources Idendiicadon Number

The Company completed an arsenic evaluation of all wells, performed cost
analysis studies, sent out informational flyers to all customers who will be affected by the
new standard, completed an arsenic removal pilot study at Sun City West in conjunction
with the American Water Works Association Research Foundation and the EPA, has
begun partnering in the City of Surprise arsenic pilot study at Roseview well, was
represented in the national arsenic cost study analysis by EPA and the National Drinldng



Asset ID Item Quantity Account Date
Installed

Original
Cost

Electric Pump
Equipment

3021932 UNIDENTIFIED 1 325 31-May-99 $11,175
Trans.& Dist.

1678074 UNIDENTIFIED 0 343 01-0ct-87 $1 ,279
3118614 UNIDENTIFIED e 343 31-Jul-01 $5,064

Services
1678805 CHAIR EACH 6 345 15-Jan-90 $1 ,767

Miscellaneous
1678407 UNIDENTIFIED 1 398 01 -Apr-88 $458

Total $19,743

I I

Page 10
Arizona American Water Company
Sun city West - Water
Docket No. WS-01303A-02-0867

Water Advisory Council ("NDWAC"), and is currently involved with the Arizona
Arsenic Master Plan hosted by ADEQ.

F. A RIZONA DEPARTMENT
COMPLIANCE

OF W A T E R RESOURCES (ADWR)

AZ-American Sun City West District is within the Phoenix Active Management Area
(AMA), and consequently is subject to reporting and conservation rules (GPCD
requirements). The Phoenix AMA reported that AZ-American Sun City West District is ,
in total compliance with the ADWR reporting and conservation rules.

G. ARIZONA CORPORATION COMMISSION COMPLIANCE

A check with the Utilities Division Compliance Unit showed no outstanding compliance
issues for the Sun City West District.

H. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (0C)

RCN Studv

"x
9

./.

The Sun City West Water District submitted an RCN Asset Listing for the year ending
December 31, 2001. This RCN reported an OC plant-in-service value of 329,950,788
and at RCN plant-in-service value of $42,839,l71. Staff has evaluated Sun City West's
RCN and recommends that its cost values not be accepted for purposes of setting rates in
divs proceeding. (See Direct Testimony for Discussion)

Original Cost Deductions

Based On a review of the RCN Asset listing, Engineering recommends the following
reduction in original cost rate base. Unidentified and misclassified asset items were
removed.

n
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1. POST TEST YEAR PLANT

Arizona-American is requesting inclusion of certain capital improvements after the test
year ending December 31, 2001. The post test year improvements are listed in Exhibit 5
of this report. These are the same improvements as shown i11 the Company's revisedPro
FormaPlant Schedules B-2, page 9 supplied in data response JAC-13-5, provided by Mr.
Tom Bourassa. Post test year improvements were inspected during the month of May of
2003 and represent calendar year 2002 additions. All major additions which were yield
auditable were inspected. There were some items that were not auditable or were not
practical to audit (i.e., such as inter-office allocation of software costs, blanket repair
accounts for mains, meters, pumps, etc.). However, every item which was auditable was
in place, exactly as described, and operating, with no exceptions.

The findings of die field audit support the use, without adjustment, of the total post test
year plant shown in Exhibit 5 of $533,799. However, this "used and useful"
determination does not imply a specific treatment for rate base or rate making purposes.
The direct testimony of Mr. Dacron Carlson will discuss the post test year rate base and
rate making treatment in this case.

J. DEPRECIATION RATES

't
The Company and Staff conducted depreciation studies for the Sun City West water
system in the prior rate proceeding for Docket U-2335-95-417 and its rendered Decision
No. 60172, dated May 7, 1997. In that proceeding, neither the Company's nor Staff' s
recommended depreciation rates were accepted and the Company was ordered to continue
using the existing depreciation rates. These rates are presented in Exhibit 6. The
Company has used these rates in this present rate case. It is recommended that the
Company continue to use depreciation rates as delineated in Exhibit 6.

K. OTHER ISSUES

1. Curtailment Plan Tariff

A Curtailment Plan Tariff is an effective tool to allow a water company to manage its
resources during periods of shortages due to pump breakdowns, droughts, or other
unforeseeable events. Since the Company does not have this type of tariff, this
application provides an opportune time to prepare and file such a tariff Staff
recommends that the Company file a curtailment tariff within 90 days after the effective
date of any decision and order pursuant to this application. The tariff shall be submitted
to the Director of the Utilities Division for his review and certification. Staff also
recommends that the tariff shall generally conform to the sample tariff found posted on
the Commission's web site (www.cc.state.az,us/utilitv) or available upon request form
Commission Staff



Meter Size Current Charges Proposed Charges Staff Recommendation

5/8 x3/4-inch $320 $500 I$500

3/4-inch $360 $575 $575

1 -inch $415 $660 $660

1-1/2-inch $725 $900 $900 1

2-inch $1,090 $2,220 At Cost

3-inch At actual cost At cost At cost

4-inch At actual cost At cost At cost

6-inch At actual cost At cost At cost

8-inch At actual cost At cost At cost

I
J 1
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2. Service Line and Meter Installation Charges

The Company has requested to change its meter and service line charges. These charges
are reMadable advances and .the Company's proposed charges are within Staffs
experience of reasonable and customary charges, with the exception of the 2 inch meter.
Therefore, Staff accepts the Company's proposed meter and service line installation
charges, with the exception of the 2 inch meter. For the 2 inch meters, the typical charges
vary according to the meter type (turbine or compound). Therefore, Staff recommends
adopting a meter and service line charge of "At Cost" for the 2 inch meter size.

Service Line and Meter Installation Charges

1  :

y

3. Cool Well System Transfer

The water system known as Cool Well, PWS ID # 04-07-080 has in the past been part of
the Sun City West District. AZ-American requested authority to transfer the parcel,
which is served by this system to the Agua Fria District. This authority was granted by
Decision No. 65757 dated March 20, 2003. the Decision states" IT IS FURTHER
ORDERED that the Cool Well service area shall be transferred from the service area of
Sun City West Water District to the Agua Fria District and existing and future customers
shall be charged the existing rates and charges of the Sun City West District until the next
general rate case of the Agua Fria District at which time those customers shall be charged
the authorized rates and charges of the Agua Fria Water District."

The system will be interconnected to the planned regional water system for operational
redundancy and reliability reasons. The following table lists the cost of the plant in
service by account number that were transferred.



Account No . Name Account Balance

301 Organization $12,176.28

310 Land & Land Rights 2,265.78

311 Structures and Improvements 566.45

314 Wells and Springs 18,126.26
325 Electric Pumping Equipment 12,461.80

342 Distribution Reservoirs and Storage 11,328.91

343 Transmission and Distribution 38,291.72
345 Services 1,586.05
346 Meters 1,472.75

TOTAL Gross Plant in Service $98,276.00

. i Aa
1 I

*w

1.1
|
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Plant in Service Summary
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( 1737 ) NEW RIVER U'rluTy COMPANY
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( 3898 ) RANGIO CABRILLO WATER oom1>Any

K IBOB I RIGBY WATER COMPANY
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( 1539 1 ROSE VALLEY WATER oomrAnv

K 21 ll \ SABROSAWATER COMPANY

SENDE VSTA WATBN COMPANY, INC.

( 2474 1 SHANGR1-LAASSOCIATESJNC.

( 2280 \ SOUTH RMNBOW VALLEY WATER COOPERATIVE

K 2069 \ SUNRISE WATER COMPANY,l'NC.

I 2076 1 TIERRA BUBNA WATER COMPANY

2483 TONTO HILLS UTILITY COMPANY

( 1677 \ TURNER RANCHES WATER 8cSAN'ITATION comrmv

1212 VALENCIA WATER com1>,»ny

( 1412 \ vAL1.evuT1umss WATER COMPANY, INC.

( 214B 1 v.n.LEyvIEw WATER COMPANY. INC.

2451 WATER Lmurvor GREATER BuacEyE. INC.

r 2450 ) WATER UTILITYOF GXEATER TONOPAH, INC.

( 3720 ) WATER UTIUTYOF NORTHERN SCOTTSDALE, INC.

1157 WEST END WATER COMPANY

( 2065 \ WILHOIT WASTER comrAn\c 1nc.

( 1807 \ WRANGLERS ROOST WATER COMPANY

1997 ADAMAN MUTUAL WATER oowu>Any

r 1578 ) AGUTLAWATER sskvlcss, INC.

r 2077 > ALLENWLLE WATER COMPANY. INC.

ARIZONA-AMERICAN WATER COMPANY

( 1445 \ ARIZONA WATER COMPANY

( 2074 \ BEARDSLEYWATER COMPANY. mc.

r 1275 I BERNEIL WATER COMPANY

BLACK CANYON RETREAT WATER COMPANY

BROOKE WATER LLC.

( 1994 l CABALLEROS WATER comrAn\n INC.

( 1451 l CAVE CREEK WATER COMPANY

( 21 13 \ CHAPARRAL CITY WATER COMPANY

( 2393 7 CHAPARRM WATER COMPANY

( 1752 I cLEARwAn=..lz UTILITIES compAny INC.

r 1895 J COUNTRYCLUB ACRES WATER COMPANY

1984 DAIRYLAND WATER CORPORATION

( 2124 DESERT H1113 WATER COMPANY. INC.

EAGLETML wATElz COMPANY ac

( 1959 \ GRANDVIEW WATER COMPANY, INC.

z134 Hzo, INC.

\ 2055 x JAMES P. PAUL WATER COMPANY

1769 KYRENE WATER COMPANY

2452 IAKE PLEASANT WATER COMPANY

( 1427 \ uTc.Hp1eu> PARK SERWCE COMPANY

I 2267 ) MGADAMS WATER COMPANY

1a49 MOBILE WATER COMPANY
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Sun City West Utilities Company
Sun City West Water System PWS - 0407150

TRAIL
RIDGE

sons
anssA

PLEASANT
VALLEY

DEER
VALLEY

l 224

2.5
250 l.lp

1,000 GPM

2.4
250 HP

1,050 GPM

\

4-59r,~

p a
zoo HP

1.200 GPM

5.:7
aw. l
=' 1

2.2
200 HP

1.200 GPM

W

a. .

PLAnTs. WELL 2.1

I... \

f

w a .

I ~sAm.ons31 5Gll;Iiolls8

Lfl
J
%-al

z .. *sn HP
2 - we HP
BDOSTER
PUMPS ¢

: o u r
Dlctd

9 a - too nr
1 - is HP
soosrsn

r u m s

F' |
10,000 Gallon

Hydro Ta pk
10,000 Gallon

Hydro Tank
*.

\
i I

a . * _  J
1
:

WATER PLANT NO. 2
STARDUST BLVD.F..

84,l DAISY LAsso RANCHO vIA

s f
.¢.

1.4
200 HP

1.000 GPM

:.s
200 nr

1,050 GPM n
L E

200 HP
sao GPM

yosemrrs
LE

200 HP
sao GPM

LJ <7
: 1

4
l

PLANT 1. WELL 1.1

F
*ooo;0003

Gutous  q

.  m. " :~;-$§°5§'§~

; too;om
fsnmitons

. g

IN
9

L,l
:

rL-J

I
3 - 1 of HP
BOOSTER
PUMPS

3 - 100 HP
1 - 75 HP
BOOSTER

PUMPS

r

L»i
i

L.I ( ll10.000 Gallon
Hydro Tank 1<10,000Gallon \

Hydro Tank I

WATER PLANT no.  1
MEEKER BLVD.

}
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DISTRIBUTION SYSTEM
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Sun City West Utilities Company
Cool Well System PWS - 0407080
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Accollllt Description Amount

304 Structures & Improve. Co ~orate Offlce/IT Allocation $ 23,166

311 Pumping Equipment Replace 10" Check / Well 34B 2,695
Replace C12 Unit @ SCW Well 1.3 3,648
CC-Replace Chlorine System@ Well 21B 463
R~ ~lace CLY Unit @Cool Well 1,879
CC-Replace Sub Motor f Well 21 41,343
CC-Replace pump bowls @ Well 34A 109,482
18" meter@WP#2 SCW High Zone 3,244
Replace C12 Unit SCW Well 2. 1 3,632
Replace 10" Check Valve / Well 34A 1,181

330 Distn'bution Reservoir Secure Tank Vents 72,452
Secure Tank Overflow Valves 73,339

331 Transmission & Dist. Blanket Main Replacement 9,379
335 Hydrants Blanket Hydrant R~ | placement 3,530

340 Office Furniture Co ~orate Office/IT Allocation 102,106

346 Communication Equip Co ~orate Office/IT Allocation 24,749
341 Transportation Equip Replace SCW26 w/SCW 51 17,844

Replace SCW36 w/SCW55 18,640
Replace SCW25 w/SCW54 21,027

TOTAL $533,799.00

4 |.

Exhibit 5

ARIZONA AMERICAN SUN CITY WEST WATER
2002 POST TEST YEAR PLANT

AT DECEMBER 31, 2002

" \



Account No. Depreciable Plant

_ - - . -

Rate
r'

! 301
302
303

Intangible
Organization
Franchises
Miscellaneous Intangibles

i
I

0.00%
0.00%
0.00%

!

310

311
312
313
314

0.00%
2.50%
0.00%
0.00%
2.52%

Source of Supply
Land and Land Rights
StrL1ctu.res and Improvements
Collecting and Impounding Res.
Lakes, Rivers, Other Intakes

Wells and Springs

EI
I
f
1I
l

Pumping i
;l
g
i5

0.00%
1.67%
0.00%
4.42%
4.42%
4.42%

320
321
323
325
326

328.10

8 Land and Land Rights
i Structures and Improvements

Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipment

1
8

0.00%
1.67%
4.00%

330
331
332

31
1

Water Treatment
Land and Land Rights

i Structures and Improvements
* Water Treatment Equipment

i
z
l

1 Distribution, Reservoirs,

Transmission and Distribution

Land and Land Rights
Structures and Improvements

& ST
Transmission and Distribution

i
I
i

E
Q Fire Mains

a

0.00%
0.00%
1.67%
1.53%
0.00%
2.48%
2.51%
2.00%
0.00%

Services
Meters
Hydrants
Other Transmission & Distribution

340
341
342
343
344
345
346
348
349

i
i
3
s!

x
I
|
I
i
i

General 3
i

i
!

E1
1

I 1
II

E
1

8

81

0.00%

1.68%
4.55%
4.55%
25.00%

3.92%
4.14%
3.71%
5.14%

10.28%
4.98%

389

390
391

391.10

392
393
394

395
396
397

398

1

1

g
!

I
1

1 i

Land and Land Rights
Structures and Improvements
Office Furniture and Equipment

Computer Equipment
Transportation Equipment

Stores Equipment
1 Tools, Shop and Garage

Laboratory Equipment
I Power Operated Equipment

Communication Equipment
Miscellaneous Equipment

i I

Exhibit 6. Depreciation Rates for Sun City West - Water
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Engineering Report for Arizona-
American Sun City West
Wastewater District (Rates)
Docket No. WS-01303A-02-0867
By John A. Chelus
September 5, 2003

CONCLUSIONS

A. The Sun City West Wastewater District has no outstanding Arizona Corporation
Commission compliance issues. as of December 31, 2002 as of December 31, 2002 (See
Section F, page 5.)

RECOMMENDATIONS

1. It is recommended that the Company continue to use depreciation rates as delineated in
Exhibit 5. (See Section G, page 5 and Exhibit 5)

2. Staff has evaluated Sun City West's RCN and recommends that its cost values not be
accepted for purposes of setting rates in this proceeding. (See Section I, page 5 and
Direct Testimony))

3.
4. Staff Engineering recommends the acceptance without adjustment of the Company's

revised Pro Forma Plant Schedule B-2, page 9 supplied in data response JAC-13-5,
provided by Mr. Tom Bourassa, However, this "used and useful" determination does not
imply a specific treatment for rate base or rate malting purposes. The direct testimony of
Mr. Dacron Carlson will discuss the post test year rate base and rate malting treatment in
this case. (See Section H, Post Test Year Plant, page 6 and Exhibit 4)

5. Engineering Staff recommends adjustment of original Cost rate base by $215,448. (See
Section I, Page 6. ̀
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Arizona American Water Company
Sun City West - Wastewater
Docket No. WS-01303A-02-0867
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Equipment Size

Solids Processing Aerobic Digesters

Solids Disposal Surface Disposal on-site 124 acres
Disinfection Equipment H ~ochlorite Injection at filter effluent
Filtration Equipment Rapid Sand Filters

Location Name Horsepower
per Pump

Quantity of
Pumps

Capacity Per
Pump (rpm)

Wet Well Capacity
(gals)

Bell Rd & El Mirage 250 hp 4 2,800 124,000

Size Material Length (feet) Size Material Length
(feet)

4 " VARIOUS 974 18" VARIOUS 19,639
6 " VARIOUS 1,841 21" VARIOUS 5,934
8 " VARIOUS 820,057 24" VARIOUS 2,240
10" VARJOU S 22,964 36" VARIOUS 2,624
12" VARIOUS 17,126 Undetermined VARIOUS 6,816
15" VARIOUS 20,090

Force Mains
Size Material Len - h (Feet)

18-inch ACP 18,578

Cleanouts (Qty)
410

Manholes

T ~e quantity

Standard 2,655

s f 1* a

Page 3
Arizona American Water Company
Sun City West - Wastewater
Docket No. WS-01303A-02-0867

A. LOCATION OF COMPANY

Arizona American .- Sun City West District ("Arizona American" or "Cornpan§t') serves
approximately 15,000 customers in Sun City West Arizona, Maricopa County. Exhibit 1
describes the location of the Company within Maricopa County, and Exhibit 2 describes
the certificated area of the water company within Maricopa County.

B. DESCRIPTION OF THE WASTEWATER SYSTEM

The plant facilities were visited on March 20, 2003 and May 22, 2003 by John A Chelus,
Utilit ies Engineer, in the accompaniment of  Mark Cardoza, Wastewater Plant
Superintendent. The wastewater treatment plant consists of a 3.14 million gallon per day
(MGD) activated sludge plant with nitrification/denitriiication and filtration. Effluent
goes through an effluent channel flow measuring weir and then enters 24 recharge basins
with an effective surface area of approximately 124 acres and a total land area of 130
acres. Solids are disposed of at an on-site surface disposal site. This site will be taken
out of service in 2003 once a new solids handling facility goes on-line. Sludge will be
taken to a landfill. Exhibit 3 is a schematic of the system. The following tables describe
the system in more detail.

Wastewater Treatment Plant

x

Lift Stations

Collection Mains
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Page 4
Arizona American Water Company
Sun City West - Wastewater
Docket No. WS~01303A.02-0867

I 1

c. WASTEWATER FLOW I

Q

3- H
1

. .

The wastewater treatment pla.nt has a capacity of 3.14 MGD. In the year 2002, the
highest average daily flow occurred in the month of February, when an average of 2.834
mud was treated. The lowest average daily flow during the year 2002 was 1.926 mud
which occurred in August. The highest peak daily How for the year occurred in February
when 4.037 mud was treated in one day. The Company is currently expanding the plant
to treat 5.0 mud.
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9.2.

D. GROWTH

to

I
i__]

rI

The Company reported that the Sun City West system had 14,928 services at the end of
year 2002. Customer growth was not determined because there is an inconsistency in the
way customers were counted prior Arizona American purchasing the Company.
Arizona American bases customer count by number of services. Citizens Utilities based
the customer count on number of units being served by a service. For example, Citizens
would list a 50 unit apartment served by one service as having 50 customers. This made
the customer count much larger for Citizens.

UI

I
LW!

E. ARIZCNA DEPARTMENT
COMPLIANCE

OF ENVIRONMENTAL QUALITY (ADEQ)

I
J
r
; ' .
l
E

/

The Arizona Department of Environmental Quality ("ADEQ") and the Maricopa County
Environmental SeMces Department ("MCESD") regulate the wastewater system under
Wastewater Facility No. 04-37-018 and Aquifer Protection Permit No. P102667. The
system is in full compliance for operation and maintenance, operator certification and
discharge permit limits .

f
i
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Arizona American Water Company
Sun City West - Wastewater
Docket No. WS-01303A-02-0867

F. ARIZONA CORPORATION commlsslon COMPLIANCE

A check with the Utilities Division Compliance Unit showed no outstanding compliance
issues for the Sun City West District.

G. DEPRECIATION R.ATES

The Company and Staff conducted depreciation studies for the Sun City West wastewater
system in the prior rate proceeding for Docket U-2335-95-417 and its rendered Decision
No. 60172, dated May 7, 1997. In that proceeding, neither the Company's nor Staffs
recommended depreciation rates were accepted and the Company was ordered to continue
using the existing depreciation rates. These rates are presented in Exhibit 5. The
Company has used these rates in this present rate case. It is recommended that the
Company continue to use depreciation rates as delineated in Exhibit 5.

H. POST TEST YEAR PLANT

Arizona-American is requesting inclusion of certain capital improvements after the test
year ending December 31, 2001. The post test year improvements are listed in Exhibit 5
of this report. These are the same improvements as shown in the Company's revisedPro
Forma Plant Schedules B-2, page 9 supplied in data response JAC-13-5, provided by Mr.
Tom Bourassa. Post test year improvements were inspected during the month of May of
2003 and represent calendar year 2002 additions. All major additions which were field
auditable were inspected. There were some items that were not auditable or were not
practical to audit (i.e., such as inter-office allocation of software costs, blanket repair
accounts for mains, pumps, etc.). However, every item which was auditable was in place,
exactly as described, and operating, with no exceptions.

year plant shown in Exhibit 4. of $206,117.
The findings of the field audit support the use, without adjustment, of the total post test

However, this "used and useful"
determination does not imply a specific treatment for rate base or rate malting purposes.
The direct testimony of Mr. Darvon Carlson will discuss the post test year rate base and
rate malting treatment in this case.

1. REPRODUCTION COST NEW (RCN) AND ORIGINAL COST (OC)

RCN

The Sun City West District submitted an RCN Asset Listing for the year ending
December 31, 2001. This RCN reported an OC p1ant-in-service value of $39,775,541
and an RCN plant-in-service value of $59,511,483. Staff has evaluated Sun City West's
RCN and recommends that its cost values not be accepted for purposes of setting rates in
this proceeding. (See Direct Testimony for Discussion.)



Asset ID Item Quantity Account Date Installed Orig. Cost

Disinfection Equip.

1677221 DISINFECTION EQUIP 0 316 01-Jul-80 $207,182
1679440 CHLORINE MACHINE 1 316 15-Jan-94 $1,167

1679442 P1P1NG 6 316 15-Jan-94 $673

1679441 CHLORINE MACHINE 0 316 15-Dec-94 $740

1679890 CHLORINE MACHINE 3 316 15-Dec-95 $569

1680479 CHLORINE DETECTOR 1 316 15-Dec-97 $1,058

1680701 PIPING 1 316 15-Dec-98 $399

1680702
WEIGHING
EQUIPMENT 1 316 15-Dec-98 $294

$212,082

General Treatment Equip

3118671 UNIDENTIFIED 1 322 3 l -Jul-01 $2,987

$2,987

Collection System
Lift Station

3117979 UNIDENTTFIED 1 342 31-Ju]-01 $56

3119014 UNIDENTIFIED 1 342 31-Jul-0 ] $324

$380

Total $215,448

l
1 L

Page 6
Arizona American Water Company
Sun City West - Wastewater
Docket No. WS-01303A-02-0867

Original Cost

Based on a review of the RCN Asset listing, Engineering recommends the following
reduction in original cost rate base. Unidentified asset items should be removed.
Chlorine gas equipment at the wastewater plant is no longer in service and therefore
should be removed.
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Account Description Amount
354 Structures and Imp. Co | Office/IT/SCADA software $22,137
361 Collection Sewers Blanket Main Rep.-6" SWST 56
382 Outfall Sewer Lines Repair Effluent Channel 18,461
390 Office Furniture Co | Office/IT/SCADA software 104,170
393 Tools & Equipment Plasma Cutter 1,620
396 Communication Equip ICo Office/IT/SCADA software 47,960
396 Communication Equip Router Cisco SC TP 11,713

TOTAL $206,117

A 4u 74
Q

Exhibit 4

ARIZONA AMERICAN SUN CITY WEST WASTEWATER
2002 POST TEST YEAR PLANT

AT DECEMBER 31, 2002
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Account No. RateDepreciable Plant

301
302
303

Intangible
Organization
Franchises
Miscellaneous Intan~ 'blas

0.00%
0.00%
0.00%

i l
1

l

!

I
1
1

1
I
l
1
1
1

0.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
8.40%
5.00%
5.00%
8.40%
5.00%

1
1

310
311
312
313
314
315
316
317
318
319
321
322 General Treatment Equipment

Collection and Influent

Treatment & Discharge
Land and Land Rights
Structures and Improvements
Preliminary Treatment
Primary Treatment Equipment
Secondary Treatment Equipment

x Tertiary Equipment
1 Disinfection Equipment
Effluent Lift Station Equipment

I Outfall Line
l Sludge, Treatment & Distribution

1 Influent Lift Station

1
1

l
1

0.00%
1.67%

8.40%
2.04%
2.07%
2.04%
2.03%

1 Land and Land Rights
I Structures and Improvements

I Collection System Lift
1 Collection Mains

Force mains
; Discharge Services
Manholes

340
341

342
343
344
345
348 1

GeneralE

!
1
g

I
I

I
i

I

;I
1
5
s

0.00%
1.68%
4.55%
4.55%
25.00%
3.92%
4.14%
3.71%
5.14%
10.28%

4.98%

T

i1

389
890
391

391.10
392
393
394
395
396
397
398 1

1

Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop and garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

4 IN
9

Exhibit 5 Depreciation Rates for Sun City West - Wastewater
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BEFORE THE ARIZONA CORPORATION commission

MARC SPITZER
Chairman

JIM 1Rv1n
Commissioner

WILLIAM A. MUNDELL
Commissioner

JEFF HATCH-MILLER
Commissioner

MIKE GLEASON
Commissioner

IN THE MATTER OF THE APPLICATION OF )
ARIZONA-AMERICAN WATER COIV[PANY, )
INC., AN ARIZONA CORPORATION, FOR A )
DETERMINATION OF THE CURRENT FAIR )
VALUE OF ITS UTILITY PLANT AND )
PROPERTY AND FOR INCREASES IN ITS )
RATES AND CHARGES BASED TITEREON FOR )
UTILITY SERVICE BY ITS SUN CITY WEST )
WATER AND WASTEWATER DISTRICTS I

DOCKET no. WS-01303A-02-0867

DOCKET no. WS-01303A-02-0868IN THE MATTER OF THE APPLICATION OF )
ARIZONA-AMERICAN WATER COMPANY, )
INC., AN AR1ZONA CORPORATION, FOR A )
DETERMINATION OF THE CURRENT FAIR )
VALUE OF ITS UTILITY PLANT AND )
PROPERTY AND FOR INCREASES IN ITS )
R.ATES AND CHARGES BASED THEREON FOR )
UTILITY SERVICE BY ITS SUN CITY WATER )
AND WASTEWATER DISTRICTS I

1

I

DOCKET no. W-01303A-02-0869IN THE MATTER OF THE APPLICATION OF )
ARIZONA-AMERICAN WATER COMPANY, )
INC., AN ARIZONA CORPORATION, FOR A )
DETERMINATION OF THE CUR.RENT FAM )
VALUE OF ITS UTILITY PLANT AND )
PROPERTY AND FOR INCREASES IN ITS )
RATES AND CHARGES BASED THEREON FOR )
UTILITY SERVICE BY ITS MOHAVE WATER )
DISTRICT AND ITS HAVASU WATER )
DISTRICT n

EXHIBIT



IN THE MATTER OF THE APPLICATION OF )
AR1ZONA-AMERICAN WATER COMPANY, )
INC., AN ARIZONA CORPORATION, FOR A )
DETERMINATION OF THE CURRENT FAIR )
VALUE OF ITS UTILITY PLANT AND )
PROPERTY AND FOR INCREASES IN ITS )
RATES AND CHARGES BASED THEREON FOR )
UTILITY SERVICE BY ITS ANTHEM WATER )
DISTRICT, ITS AGUA FRIA WATER DISTRICT, )
AND ITS ANTHEM/AGUA FRIA WASTEWATER )
DISTRICT )

DOCKET no. WS-01303A-02-0870

IN THE MATTER OF THE APPLICATION OF )
ARIZONA-AMERICAN WATER COMPANY, )
INC., AN ARIZONA CORPORATION, FOR A )
DETERMINATION OF THE CURRENT FAIR )
VALUE OF ITS UTILITY PLANT AND )
PROPERTY AND FOR INCREASES IN ITS >
RATES AND CHARGES BASED THEREON FOR )
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1 INTRODUCTION

2 Q- Please state your name and business address.

3 A.

4

My name is Dorothy Hairs. My business address is 1200 West Washington Street,

Phoenix, Arizona 85007.

5

6 Q- By whom and in what position are you employed?

7 A.

8

I am employed by the Arizona Corporation Commission ("Comlnission") as a Utilities

Engineer - Water/Wastewater in the Utilities Division.

9

10 Q-

11 A.

How long have you been employed by the Commission?

Shave been employed by the Commission since January 1998.

12

13 Q- What are your responsibilities as a Utilities Engineer - Water/Wastewater?

14 A.

15

16

Among other responsibilities, I inspect, investigate and evaluate water and wastewater

systems, obtain data, prepare original cost studies, cost of service studies and investigative

reports, interpret rules and regulations, suggest corrective action and provide technical

17

18

recommendations on water and wastewater system deficiencies, and provide written and

oral testimony on rate applications and other cases before the Commission.

19

20 Q,

21 A.

How many companies have you analyzed for the Utilities Division?

Shave analyzed approximately 76 companies covering these various responsibilities for the

Utilities Division.22

23

24 Q-

25 A.

Have you previously testified before this Commission?

Yes, Shave testified before this Commission.
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1 Q- What is your educational background?

2 A.

3

I graduated from Alabama University in Birmingham in 1987 with a Bachelor of Science

degree in Civil Engineering.

4

5 Q- Briefly describe your pertinent work experience.

6 A.

7

Prior to my employment with the Commission, I was an Environmental Engineer for the

Arizona Department of Environmental Quality, for ten years. I was anPrior to drat,

8 Hairs, Hydrology fn Noxthport, Alabama for

9

Engineering Technician with C. F.

approximately five years.

10

11 Q, Please state your professional membership, registrations, and licenses.

12 A. I am a member of the American Society of Civil Engineering ("ASCE"). I am a registered

13 Civil Engineer in Arizona.

14

15 PURPOSE OF TESTIMONY

16 Q- What was your assignment in this rate proceeding?

17 A.

18

My assignment was to provide Staffs engineering evaluations of water and wastewater

systems of the Arizona-American Water Company, Sun City District ("Sun City").

19

20 Q- What is the purpose of your testimony in this proceeding?

21 A.

22

23

24

To present the findings of Staffs engineering evaluations of Sun City's water and

wastewater operations. Those findings are contained in the Engineering Reports that I have

prepared for this proceeding. These reports are included as Exhibits DMH-1 (water) and

DMI-I-2 (wastewater), in this pre-filed testimony.

J
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1 ENGINEERING REPORT

2 Q- Would you briefly describe what was involved 'm preparing the Engineering Report

for the water and wastewater operations in this rate proceeding?3

4 A.

5

After reviewing Sun City's rate application, I physically inspected the water and

wastewater systems to evaluate its operations and to determine which plant items were or

6 were not used and useful. I contacted the Maricopa County Environmental Services

7

8

9

Department ("MCESD") and Arizona Department of Water Resources ("ADWR") to

determine if the systems were in compliance with Me Arizona Department of

Environmental Quality ("ADEQ") and ADWR requirements. I also contacted ADEQ to

determine whether the Tolleson Wastewater Treatment Plant Was in compliance MM the10

11 Clean Water Act water quality requirements. I obtained information from Sun City

12

13

14

regarding water testing and water usage, Reproduction Cost New ("RCN") and post-test

year plant and analyzed that information. Based on this data, I made my evaluations and

prepared Staff' s Engineering Reports.

15

16 Q- Please describe the information contained in Exhibits DMH-1 and DMH-2.

17 A.

18

Exhibit DMH-1 is the Engineering Report for Sun City's water operation, this Report is

divided into three general sections: 1)Purpose of Report, 2) Discussions, and 3)

Conclusions and Recommendations The Discussions section is further divided into eleven19

20

21

22

subsections: A) Location of System, B) Descn'ption of System, C) Arsenic, D) MCESD

Compliance, E) Arizona Corporation Commission ("ACC") Compliance, F) ADWR

Compliance, G) Water Testing Expanses, H) Water Use, I) Growth, J) Depreciation Rates

and K) Others.23
24

25

26

Exhibit DMH-2 is the Engineering Report for Sun City's wastewater operation, this Report

can be divided into three general sections: 1)Purpose of Report, 2) Discussions, and 3)

Conclusions and Recommendations The Discussions section can be further divided into27

28 eight subsections: A) Location of System, B) Description of System, C) ADEQ
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1 Compliance, D) ACC Compliance, E) Wastewater Flow Rate, F) Growth, G) Depreciation

Rates and H) Others.2

3

4 CONCLUSIONS AND RECOMMENDATIONS

Q . What are Staffs conclusions and recommendations regarding Sun City's operations?5

6 A. Based upon Staffs engineering evaluation of Sun City's operations, Staff has concluded

the following:7

8 Recommendations

For water system:

1) Staff recommends that Sun City's water depreciation rates delineated in Figure 6
Exhibit DMH-1 be used for aNs proceeding.

2) Staff  has evaluated Sun City Water's Reproduction Cost New ("RCN") and
recommends that its value not be accepted for purposes of setting rates in this
proceeding.

3) Staff recommends that Sun City's water original cost plant in service value be
adjusted by $1,386,148 to reflect the removal of certain plant items that were
determined to be not used and useful during the test year.

4) Staff recommends that Sun City tile a curtailment tariff within 90 days after
decision is issued in this proceeding.

a

5) Staff recommends the adoption of Sun City Water proposed Service Line and Meter
Installation Charges except for the 2 inch meter size. For the 2 inch meter size, Staff
recommends adopting a charge of "At Cost".

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

6) Staff recommends the acceptance without adjustment of Sun City Water's revised Pro
Forma Plant Schedule B-2, page 9 supplied in data response JAC-13-5, provided by
Mr. Tom Bourassa. However, this "used and useful" determination does not imply a
specific treatment for rate base or rate malting purposes.

For wastewater system:

1) Staff has evaluated Sun City Wastewater's RCN and recommends that its value not
be accepted for purposes of setting rates in this proceeding.

33

34
35
36
37
38
39
40

2) Staff recommends that the Sun City's wastewater depreciation rates delineated in
Figure 6 Exhibit DMH-2 be used for this proceeding.
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3) Staff recommends that Sun City Wastewater's original cost plant in service value be
adjusted by $15,547 to reflect the removal of certain plant items that were determined
to be not used and useful during the test year.

r

1
2
3
4
5
6
7
8
9

4) Staff recommends the acceptance without adjustment of Sun City Water's revised Pro
Forma Plant Schedule B-2, page 9 supplied in data response JAC-13-5, provided by
Mr. Tom Bourassa. However, this "used and useful" determination does not imply a
specific treatment for rate base or rate making purposes.

10

11

Conclusions:

For water system:

1) MCESD has determined that Sun City's system is currently delivering water that
meets the water quality standards required by Arizona Administrative Code, Title 18,
Chapter 4,

2) At the present time, Sun City Water meets the new arsenic maximum contaminant
level ("MCL") requirement,

3) Sun City is within the Phoenix Active Management Area and is in compliance with
the ADWR monitoring and reporting rules;

4) Sun City has 9.65 percent water loss which is within acceptable limits.

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

5) Staff considers the reported water testing expenses for the Sun City District
reasonable.

For wastewater system:

1) Staff concludes that the Tolleson TP filter media replacement project is
necessary and reasonable and that the method used to allocate a share of the cost to
Sun City Wastewater is reasonable.

I
4

28

29

30

31

32

33

34

35

36

37

38

39

40

2) Sun City does not own or operate a wastewater treatment plant. The Company
collects the wastewater in its CC&N's area, and then transports the wastewater to the
Town of Tolleson Wastewater Treatment Plant ("Tolleson WWTP") for treatment
and disposal. ADEQ has determined that the Tolleson WWTP is currently in
substantial compliance with Clean Water Act,

3) The Sun City Wastewater District has no outstanding ACC compliance issues.

41
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1 REPRODUCTION COST NEW ANALYSIS

Q, What is a Reproduction Cost New ("RCN") study?2

3

4

A. A Reproduction Cost New study is a valuation study which estimates the cost of

reproducing the utility's existing capital plant items. Trend factors (i.e., inflation/cost

indexes), such as those published by Handy-Whitman, are applied to the original cost of die

plant to estimate its value today. The trend factors used vary depending on the type of

plant and the year the plant was installed.

Q- Did Arizona-American Water Company ("Az-Am") submit a RCN study?

5

6

7

8

9

10

11

A. As-Arn submitted an RCN asset listing for the year ending December 31, 2001. This RCN

reported the following original cost, plant in service values :

Original Cost

$39,364,286

$ l7,887,373

Sun City Water

Sun City Wastewater

RCN

$88,619,890

$49,324,865

Q~ What is Staffs position concerning the RCN study, which was submitted by Az-Am in

this proceeding?

12

13

14

15

16

A.

17

Staff has evaluated the RCN for Sun City Water and Sun City Wastewater and

recommends that the RCN values not reaccepted for the purpose of setting rates in this

proceeding.

18

19 Q, Why has Staff taken that position?

A. Staffhas many reasons, which include:

1) The Az-Am RCN is no more than "asset listings" that list all the assets of the utility
even if an asset item is retired, abandoned or no longer exists. If an RCN is to be
considered, the RCN should be a "valuation study" to reproduce, replace or
reconstruct existing physical properties (actual plant that is used and useful).

For example: Sun City Water included six wells (Well #CB, old 4C, l 7A, 18C-1, loc
and 33B) in the RCN even though these wells are no longer in service.

20

21

22

23

24

25

26

27

28

29

30 2) The Az-Am RCNs have incomplete Plant Descriptions and Quantities.



Asset # Description Qty Acquisition Date O1i~. al Cost (s)

1673415 Unidentified 1 19740701 34

1673399 Organization 0 19950715 122,339
1673416 Unidentified 1 19740701 477

1673429 Unidentified 1 19760701 3,310
1673668 Franchise and Co 0 19951215 1,209
1673753 Franchise and Co 0 19971115 1,136
1673417 Unidentified 1 19740701 868

1673718 Miscellaneous Intangibles 1 19961215 9,626
1673400 Land & Land Rights 0 19960115 5,656
3118536 1 20010731 908

Direct Testimony of Dorothy HaMs
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1

2

3

4

5

6

7

For example: Sun City Wastewater had f ive asset l ist ing items shown as
"Unidentified" (three of them were in "Organization" and "Franchises".) Az-Am's
RCN Asset Listing did not provide the "Quantities" for a majority of plant items.
(See the Table below.) In fact, some of these plant items show quantities of zero
which could mean no plant items exist for the asset listing item. This is just another
factor that makes the RCN questionable with regard to its accuracy.

8
9

10
11

3) The Handy-Whitman Factors were not used properly. Az-Am used a composite
irldex number for all plant accounts. The actual Handy-Whitman Index numbers are
arranged to follow the classification of the National Association of Regulatory Utility
Commissioners ("NARUC") Account numbers and differ by geographical regions.

4) All plant items were trended using the Handy-Whitman index. Handy-Whitman

should only be used for utility construction and should not be used for plant items
such as office furniture, computer, transportation equipment, stores, tools, & garage,
and communication equipments.

5) In some instances, organization, Franchises, and land costs & land rights were
trended. These Accounts should not be trended in RCN studies.

6) Az-AM added corporate overhead to the asset items in a haphazard fashion without
identification which makes it impossible to perfonn an accurate RCN.

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

For example, responses to data request JAC-13-4, the Company lists the following
plant costs and corporate overhead for Sun City Water and Wastewater District:



Asset #. Asset Class Description Parts Labor/

Engineering

Corporate

Overhead

1676920 W32800 Diesel Engine $49,373 $1,245 $4,876

3059197 W32500 (Elem

pumping

equip)

250HP motor (Well

#4C)

$10,220 $34,860 $11,887

3127723 W32500 (Elec

pumping

equip)

Software $53,846 $23,848 $8,392

Asset

No.

Asset Class Description Parts/ Labor/

Engineering

Corporate

Overhead

Unaccountable

for invoices

3052574 T34400 (Force

Mains)

12" plc

force main

$869,687 $100,114 $1,323

3140419 T34200

(Collection

System Lift)

Submersible

Pump

$14,873 $36,420

3051337 T34300

(Collection

Mains)

PVC

sewer line

$119,865 $161,075

3091369 T34300

(Collection

Mains)

8" SDR 35

PVC sewer

line

$103,395 $27,006
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1

2

For Sun Citv Water

3

4

5

For Sun Cid Wastewater:

6
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1

2

7)

8)

No contributed plant was identified or removed from the plant in service base.

Audited portions exhibited misclassifications of plant in service.

3

4 Q- Why didn't Staff amend or revise the RCN submitted by Az-Am?

5

6

A.

7

8

A properly prepared RCN study begins with a complete inventory of the plant-in-service

that is used and useful. The appropriate trend factors are then applied to reproduce each

plant item at today's cost. The RCN is only valid if the person preparing the study knows

precisely what the plant item is so that the appropriate trend factor is applied. In order to

conduct a RCN study, the following information needs to be provided:

a. Complete plant descriptions for the plant-in-service for each independent system
including the year the plant was installed. Such plant would include wells, booster
pumps, hydrants, storage tanks, pressure tanks, mains, meters, treatment equipment,
structures, etc.

9

10

11

12

13

14

15

16

17

b. Verification of plant item brand names, size and quantities.

18

19

20

21

22

As discussed above, Staff found the methodology and data for the As-Am RCN to be

irreparably flawed. To prepare a RCN from a zero base starting place for a company as

large and complex as this, would be beyond the resources of Staff. Moreover, it is the sole

responsibility of Az-Am, if it wishes the consideration of an RCN in a rate making

proceeding, to prepare and present a valid and understandable study.

23

24 Q- Does this conclude your pre-filed testimony?

25 A. Yes, it does.

26 \

J
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ExH1Brr DMH-1

\.
Engineering Report
For Arizona-American Water Company's
Sun City Water Division
Docket No. WS-01303A-02-0868
(Rate Increase Application)

By Dorothy Hairs

\ 1 August 2003

EXECUTIVE SUMMARY

Recommendations:

1. Staff recommends that the Arizona-American Water Company Sun City Water Division
("Sun City Water") depreciation rates delineated in Figure 6 be used for this proceeding.
(See iI of report for discussion and details.).

II. Staff recommends that Sun City Water's original cost plant in service value be adjusted by
$1,386,148 to reflect the removal of certain plant items that were determined not to be used
and useful during the test year. (See pK of report for discussion and details.).

111. Staff recommends that Sun City Water file a curtailment tariff within 90 days after a decision
is issued in this proceeding. (See pK for further discussion of this recommendation.)

W. Staff recommends the adoption of Sun City Water proposed Service Line and Meter
Installation Charges except for the 2 inch meter size. For the 2 inch meter size, Staff
recommends adopting a charge of "At Cost". (See pK of report for discussion and details.)

v. Staff has evaluated Sun City Water's RCN and recommends that its cost values not be
accepted for purposes of setting rates in this proceeding. (See pK of report for discussion and
details.).

VI. Staff recommends the acceptance without adjustment of the Sun City Water's revised Pro
Forma Plant Schedule B-2, page 9 supplied in data response JAC-13-5, provided by Mr.
Bourassa. (See pK of report for discussion and details.). However, this "used and useful"
determination does not imply a specific treatment for rate base or rate making purposes.
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Conclusions:

1. Maricopa County Environmental Services Department ("MCESD") has determined that this
system is currently delivering water that meets the water quality standards required by
Arizona Administrative Code, Title 18, Chapter 4. (See aD for a discussion of the
financing.)

H. At the present time Sun City Water meets the new arsenic maximum contaminant level
("MCL") requirement. (See aC of report for discussion and details.)

III. Sun City Water is within the Phoenix Active Management Area and is in compliance with the
Arizona Department of Water Resource ("ADWR") monitoring and reporting rules. (See oF
of report for discussion and details.)

Iv. Sun City Water has 9.65 percent water loss which is within acceptable limits. (See oH of
report for discussion and details.)

v. Sun City Water is proposing that $2,096,100 of post test year plant additions be included for
rate setting purposes in this rate proceeding. Staff has confirmed that these plant items were
in service before December 31, 2002, and Ends these plant items to be used and useful from
an engineering perspective. (See pK of report for discussion and details.)

VI. Staff considers the reported water testing expenses and the estimated water testing costs for
the Sun City District reasonable. (See kG of report for discussion and details.)
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New
Well
#

Old
Well
#

ADWR No.
55-

XXXXXX

Year
Drilled
(19xx)

Casing
Size
(inches)

Well
Depth
(ff)

Well
Meter
Size
(inches)

Pump
(HP)

Pump Yield
(GPS

1.1 18B 606529 51 20 900 10 250 1575

1.2 18C-2 608176 58 20 1090 8 200 1250

2.1 30A 606532 54 20 1000 12 250 1025

2.2 19B 606530 48 20 750 12 200 875

2.3 29A 606531 53 16 600 10 125 500

3.1 17E 606528 75 16 1200 14 400 2000

4.1 7C 606524 69 16 1206 10 325 1250

5.1 BD 606525 48 20 760 12 350 1340

5,2 7B 606523 54 20 1000 12 400 1420

5.3 5D 606522 73 16 1206 12 400 1910

5.4 5A 606521 52 20 1176 12 350 1320

5.5 32C 606534 74 16 1215 8 400 1765

6.1 AC 574914 99 16 1200 12 250 1200

6.2 4D 606520 73 16 1317 12 450 1820

6.3 PA 606526 56 20 1006 12 350 1340

8.1 3D 536983 93 16 1020 12 250 1250

8.2 32B 606535 46/52 20 1000 12 350 1600

8.3 3RD 606536 75 16 1214 12 500 1850

Arizona-American Water Company
Sun City Division
Docket No. WS-01303A-02-0868
Page 4

A. LOCATION OF COMPANY

Arizona-American Water Company Sun City Division ("Sun City Water" or "Company" or
"Arizona-Arnerican") serves water to approximately 21,743 customers and is located in the Town of
Sun City which is west of the City of Phoenix in Maricopa County. Figure 1 describes the location
of Sun City Water, and Figure 2 describes the Certificate of Convenience and Necessity ("CC&N")
area of Sun City Water.

B DESCRIPTION OF THE WATER SYSTEM

The plant facilities were visited on February 24, 2003 by Dorothy I-Iains, Utilities Engineer,
accompanied by Tom DeYoung, Operation Superintendent of the Company's water system.

System Analysis

The system contains seven water plants which consist of eighteen drinldng water wells that are
capable of producing a total flow of 25,290 gallons per minute ("GPM"), an irrigation well and 8.47
million gallons of storage capacity. The water system has adequate storage and well production.
Figures PA and CB provide a process schematic showing both die active and inactive water systems
of Sun City Water.

Well Data

Active Drinldng Water Wells



Well # ADWRNo.
55-XXXXXX

Year
Drilled
(19xx)

Casing
Size
(inches)

Well
Depth (ft)

Well
Meter
Size
(inches)

Pump
(HP)

Pump Yield
(GPM)

30A-N 807594 98 16 N/A 8 125 650

Old
Well
#

ADWR No.
55-

XXXXXX

Casing
Size
(inches)

Well
Depth
(ft

Well
Meter
Size
(inches)

Pump
(HP)

Pump
Yield
(GPM)

Year
Drilled

Year
discoen
acted

Original
Cost (per
DR 7-1)

CB 606518 20 910 12 None None 1950 2000 84,449
AC 606519 16 1200 12 250 1200 1973 1999 290,901
17A 606527 20 N/A 12 None None 1953 2000 13,810
18C-1 608175 14 1050 10 75 600 1947 2002 10,995
19C 608177 20 1090 10 200 1200 1960 2002 17,565
33B 606533' 20 1000 8 200 1100 1946 2000 103,963

Location Structure or equipment Capaci

Plant #1 Site (also Well #Ll
Site)

Booster Pumps Three 75-HP

Pressure Tank One 10,000 gal

Storage Tank Two 300,000 gal

Plant #2 (also Well #2.1 Site) Booster Pumps Two 75-HP
Two 100-HP

Pressure Tank One 10,000 gal

Storage Tank Three 300,000 gal

Plant #3 (also Well #3.1 Site) Booster Pumps One 75-HP
Three 100-HP

Pressure Tank One 10,000 gal

Storage Tank Two 460,000 gal

Plant #4 also Well #4.1 Site) Booster Pumps One 75-HP

Pressure Tank One 10,000 gal

Plant #5 Booster Pumps Four 100-HP
Four 150-HP

Pressure Tank Two 10,000 gal

Storage Tank Two 1,250,000 gal

Arizona-American Waler Company
Sun City Division
Docket No. WS-01303A-02-0868
Page 5

Active Irrigation Well

Inactive or Capped Drinldng Wells

Note: 1. Well 33B was disconnected due to high nitrate contamination.
2. Well 4B which has a poor production rate, has been disconnected and converted to a

ground water level monitoring well.
3. Wells 19C and 4C have been capped.

Active Storage, Pumping



Plant #6 (also Well #6.1 Site) Booster Pumps One 75-HP
Two 150-Hp

Pressure Tank Two 10,000 gal

Storage Tank Two 1,250,000 gal

Plant #8 (also Well #8.l Site) Booster Pumps One 75-Hp
Three 100-Hp

Pressure Tank One 10,000 gal

Storage Tank Two 675,000 gal

Location Structure or equipment Capaci
Well #19C Site Booster Pumps Two 30-HP

One 40-HP
Pressure Tank One 10,000 gal
Storage Tank One 500,000 gal

One 50,000 gal

Well #18C-2 Site Booster Pumps Two 30-I-IP
Two 25-I-IP

Pressure Tank One 10,000 gal
Storage Tank One 570,000 gal

Two 84,000 gal

Diameter (inches) Material Len - feet)

18 Various 2,473
16 Various 21,723

12 Various 206,562

10 Various 119,225
8 Various 207,323

6 Various 802,000

4 Various 150,201

undetermined Various 20,623

Size (inches) Quantity

5/8 x 3/4 20,964
1 247

2 607

3 (comp) 20

4 (comp) 5

6 (comp) 11

Arizona-American Water Company
Sun City Division
Docket No. WS-01303A-02-0868
Page 6

|

141

r  .

2" Inactive Storage, Pumping

8 4

Distribution Mains
I

4
1

Meters

I.
I

T
i



Arizona-American Water Company
Sun City Division
Docket No. WS-01303A-02-0868
Page 7

c. ARSENIC

The U.S. Environmental Protection Agency ("EPA") has reduced the arsenic maximum contaminant
level ("MCL") in drinking water from 50 micrograms per liter ("up/l") to 10 ug/1. The date for
compliance with the new MCL is January 23rd, 2006. The most recent lab analysis by the Sun City
Water indicated that the arsenic levels in its source supply vary Hom 5 up/l to9 up/l. Based on this
arsenic concentration, Sun City Water is in compliance with the new arsenic MCL standard (the
arsenic level in the existing in-igation well is 10 I.Lg/l,which exceeds the new arsenic MCL, because
water produced by this well will not be utilized for drinldng, the arsenic level in divs well should not
be a concede).

D. MARICOPA COUNTY ENVIRONMENTAL SERVICES DEPARTMENT ("MCESD")
COMPLIANCE

Based on a memorandum dated April 2, 2003, Horn Maricopa County Environmental Services
Department ("MCESD"), MCESD has determined that Sun City Water is currently delivering water
that does not exceed any MCL and meets the Safe Drinking Water Act quality requirements.

E. ARIZONA CORPORATION commlsslon (¢cAccaa) COMPLIANCE

A check with the Utilities Division Compliance Unit showed no outstanding compliance issues.

F. ARIZONA DEPARTMENT OF WATER RESOURCES (s¢ADwRs>) COMPLIANCE

Sun City Water is within ADWR's Phoenix Active Management Area ("AMA"), and consequently is
subject to reporting and conservation rules (GPCD requirements). The Phoenix AMA reported that
Sun City Water is in total compliance with the ADWR reporting and conservation rules.

G. WATER TESTING EXPENSES

The Company reported water testing expenses for Sun City Water of $6,878 on Schedule C-1 for the
test year ending December 31, 2001. Staff considers the reported expense reasonable.

H . WATER USE

1. Water Sold

Based on information provided by the Sun City Water, water use for the year 2002 is presented in
Figure 4. The high monthly water use was 819 gallons per day ("god") per connection in September,
and the low monthly water use was 458 god per connection in March. The average annual use was
644 god per connection.

2. Non-account Water

Non-account water should be 10 percent or less and never more than 15 percent. It is important to be
able to reconcile the difference between water sold and the water produced by the source. A water
balance will allow a water company to identify water and revenue losses due to leakage, theft, and
flushing. Non-account water for Sun City Water was calculated to be 9.59 percent which is within
acceptable limits.
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1. GRO H

Figure 5 shows customer growth based on Sun City Water's estimates. Staff has reviewed the
Company's growth estimates and finds them to be reasonable. Because of the recent changes in
Company ownership reliable data which could be used by Staff to estimate growth based on a linear
regression analysis is not available. Sun City Water estimates that 22,093 customers will be served
by the Company within next three years. Using this estimate, Staff calculated a growth rate of 121
customers per year in Sun City Water's CC&N area.

J. DEPRECIATION RATES

The Company and staff conducted depreciation studies for Sun City Water in its prior rate
proceeding. The Commission's Decision in that proceeding (Decision 60172, dated May 7, 1997)
ordered the Company to continue using the existing depreciation rates. These rates are presented in
Figure 6. The Company used these rates in this proceeding. It is recommended dirt the Company
continue to use the depreciation rates delineated in Figure 6.

K. OTHERS

1. Post-Test Year Plant

The Company is requesting inclusion of certain capital improvements after die test year ending
December 31, 2001. These are the same improvements as shown in the Company's revised Pro
Forma Plant Schedules B-2, page 9 supplied in data response JAC-13-5, provided by Mr. Tom
Bourassa. Post test year improvements were inspected during the month of February of 2003 and
represent calendar year 2002 additions. All major additions which were field auditable were
inspected. There were some items that were not auditable or were not practical to audit (i.e., such as
inter-office allocation of software costs, blanket repair accounts for mains, meters, pumps, etc.).
However, every item which was auditable was in place, exactly as described, and operating, with no
exceptions.

1 The 'findings of the field audit support the use, without adjustment, of the total post test year plant
shown in Table 2 of $2,096,l00. However, this "used and useful" determination does not imply a
specific treatment for rate base or rate malting purposes. The direct testimony of Mr. Darrow Carlson
will discuss the post test year rate base and rate malting treatment in this case.



Acct
No.

Description Amount ($) Total (S)

304 Structures & Improvements
1. Corporate Office/IT allocation
2. Replace 757' of cinder block wall & two gates

@WP #1 (approximately $29.91/ft)
3. Security Site Fencing

(1) Repair 8: raise the existing block wall & install
a new gate (12'x6') and a 3-ft gate @ Well 8.2.
(2) Install 1,500' of iron bars on the top of the

existing walls @ WP #6 .
(3) Replace existing 297' of s-ft chain link fence

by 297' of 6-ft block wall & two 10-ft wide gates &
a 3-ft wide gate @ Well 1.2.

4. CC-YT Well Fill-pit Structure @ Youngstown Well
#18C-2 (Well #1.2)

32,999.91
22,638.81

50,707.35

107,102.17

213,448

311 Pumping Equipment
1. Repair pump bowls @ Well 2. l
2. Replace 400-HP pump motor @ Well 5.5
3. Replace pump bowls @ Well 5. 1
4. Repair 4" air relief valve @ Well 19B (Well 2.2)
5. Replace 250-HP pump @ Well 8.1
6. Replace 350-HP pump motor @ Well 6.3
7. Replace C12 Unit @ Well 2.3
8. Replace Cl; Unit @ Well 2.2
9. Replace pump bowls @ Well 3. 1
10. Repair 400-HP pump motor @ Well 4D (Well

6.2)
ll. Repair 4" air relief valve @ Well 5D (Well 5.4)
12. Repair 400-HP pump thrust @ Well 17E (Well

3.1)
13. Repair 400-HP pump bowls @ Well 32 C (Well
5.5)
14. Repair transmission switch @ Well 7C (Well 4. l)
15. Repair 150-HP booster pump #5 motor @ WP #6
16. Replace 250-HP pump motor @ Well 4C (Well

6.1)
17. Repair pump bowls @ Well 2.3
18. CC-valve replace program @ WP #5
19.Repa1r 200-HP motor, CC-YT well fill ins-pit l-
pump @ Youngstown Well #18C-2 (Well 1.2)

28,796.72
8,457.51

32,221.31
1,247.30
5,925.22
7,450.28
2,195.78
2,195.78

28,215.42
15,934.37
1,783.29
8,487.80

44,220.99
3,212.92
5,434.44

34,826.70
24,767.98
6,207.31

3,880.61

265,462

320 Water Treatment Equipment
1. Youngtown Well 18C-2 (We111.2) C12 Unit 5,357.28

5,357

Arizona-American Water Company
Sun City Division
Docket No. WS-01303A-02-0868
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Tab l e 2  Ar i zona-Am er i can  W ater  Com pany  Sun Ci t y  W ater  Di v i s i on

2002 Post Test Year Plant Additions



330 Distribution Reservoir and Steel Tank
1. Install total 13 security tank overflow valves

@WP #1, 2, 3, 5, 6 & 8.
2. Install total 13 security tank valves @WP #1, 2, 3,

5, 6 & 8 & ll tank security ladders @ WP #1, 2,

3, 5, 6  & 8.

227,845.54

229,732.01

457,578

331 Transmission and Distribution
1. Blk Main Rep 12"
2. Blk Main Rep 10"
3. Blk Main Rep 6"
4. Blk Main Rep 4"
5. Blk Main Rep 8"
6. CC-YTWe1l Fill Lm-Pit 1-Mains
7. CC-Oakmont Dr. Mn Real Mains

2,924.08
4,265.02

25,544.36
29,845.72
23,577.76

455,933.93
139,696.47

681,787

335 Hydrants
1. Blk Had Rep
2. CC-Oakmont Dr. Mn Real Mains

13,031.16
3,740.77

16,772

340 Office Furniture and Equipment
1. Corporate Oflice/IT allocation
2. Auto CAD upgrade
3. HP designjet 5500ps plotter
4. License Windows 2000 ADV SVR
5. IBM laptop Director Of Finance
6. IBM Netvista P4 2.0 gig 8: monitor
7. OPS System software & equipment
8. Neptune 9800 meter reading equipment

145,449.68
2,285.92

16,770.14
1,418.03
2,493.63
1,780.09

42,696.75
51,709.08

264,603

341 Transportation Equipment
1. SC 72 w/SC11
2. New Vehicle SC #4
3. New Vehicle Sc #12
4. New Vehicle SC #14
5. New Vehicle aC #109
5. New Vehicle Sc #110

17,843.57
18,008.99
23,777.43
18,960.02
22,125.1

50,221.64

150,937

346 Communication Equipment
1. Corporate Office/IT allocation
2. Router Cisco Su ~rise

35,254.21
4,902.1

40,156

Total 2,096,100 2,096,100

Arizona a-American Water Company
Sun City Division
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2. Reproduction Cost New ("RCN")

Sun City Water submitted an RCN Asset Listing for the year ending December 31, 2001. This RCN
reported an Original Cost plant-in-service value of $399364,286 and an RCN plant-in-service value of
$88,619,890 Staff has evaluated Sun City Water's RCN and recommends that its value not be
accepted for purposes of setting rates in this proceeding. (For further discussion, see my direct
testimony.)



Asset
ID

Description Compaq
y Acct

NAUR
C Acct

Qty Installed
date

Original Cost

Wells

167388
4

Well #17A W31400 307 1 01-Jul -71 1,3,810.22

167389
8

Well 4B W31400 307 1 01 -Jul-72 21,200.73

167390
8

Old Well #AC W31400 307 1 01-Jul-73 290,901.36

167466
2

WELLACQU
19C

W31400 307 0 15-Jul-95 17,565.46

167466
3

WELLACQU
18C-1

W31400 307 0 15-Jul-95 10,994.78

167425
6

Well #338 (per
czn2002a 1 2)

W31400 307 1 01-Jul-78 5,356.92

167425
7

Well #33B (per

cz1n2002,a 1 2)

W31400 307 1 01_Jul-78 21,258.72

167488
5

Well #338 (per
czn2002a 1 2)

W31400 307 0 01-Jul-88 25,936.89

Sub
Total

$407,025

Pumps

167426
6

Booster pump
(Youngstown)

W32500 311 0 15-Jul-95 4,014.41

167478
2

Valve
(Youngstown)

W32500 311 0 15-Jul-95 1,642.76

167478
3

200HP Motor
(Youngtown)

W32500 311 0 15-Jul-95 2,235.67

167489
9

Starter Motor
(Youngtown)

W32500 311 0 15-Jul-95 394.94

167491
1

Booster pump
(Youngstown)

W32500 311 0 15-Jul-95 2,919.57

167491

2

Booster pump
(Youngstown)

W32500 311 0 15-Jul-95 2,499.63

167491
3

Booster pump
(Youngtown)

W32500 311 0 15-Jul-95 3,167.54

167502
3

Booster pump
(Youngstown)

W32500 311 0 15-Jul-95 1,025.85

167502 pumpBooster W32500 311 0 15_Jul-95 1,903.72

Arizona-American Water Company
Sun City Division
Docket No. WS-01303A-02-0868
Page 11

3. Original Cost ("AC") Deduction

During the site inspection, Staff discovered that Wells (Well #413, old 4C, l 7A, 18C-1, 19C and 33B)
and its associated plants are permanently disconnected from die systems. Staff has determined diode
items are not used and useful during the test year. Stat? also determined that computer accounts for
"BANNER CONVERSION" are not used and useful during die test year. Therefore, Staff
recommends that the total OC of these plant items of $1,386,198 be removed from plant-in-service.
Retired and/or abandoned items and their associated OC values are listed in the table below.

\



4 Your own)
167502
5

Valve
(Youngtown)

W32500 311 0 15-Jul-95 4,573.33

167502
6

Valve
(Youngstown)

W32500 311 0 15-Jul-95 1,374.80

167520
5

Valve
oungtown)

W32500 311 0 15-Jul-95 1,247.82

167571
3

Booster pump
(Youngstown)

W32500 311 0 15_Ju1-95 1,670.76

167571
4

Booster pump
(Youngtown)

W32500 311 0 15-Jul-95 2,594.62

167489
6

Booster pump
(Youngstown)

W32500 311 3 01-Jan-88 448.23

Sub
Total

$31,714

Water Treatment
Equipment

167521
4

Desander
(Youngstown)

W33200 320 0 15-Jul-95 2,450

167521
5

Desander
(Youngtown)

W33200 320 0 15-Jul-95 11,662

167693
7

Weight Equipment
(Well #18C-1 (per
cz]n2002a_1__2)

W33200 320 1 15-0ct-98 2,165.64

167693
9

Weight Equipment
(Well #19C (per
czn2002a 1 2)

W33200 320 1 15-0ct-98 1,741.78

167694
0

Weight Equipment
(Well #CB (per
czn2002a 1 2)

W33200 320 1 15-0ct-98 1,574.2

Sub
Total

$19,594

Storage Tanks &
Pressure Tanks

167445
9

500,000 gal steel
tank (Youngtown)

W34200 330 0 15-Ju1-95 152,316.00

167478
5

2,000 gal pressure
tank (Youngstown)

W34200 330 0 15-Jul-95 15,045.00

167493
2

Overflow pipe
(Youngstown)

W34200 330 0 15-Jul-95 5,475.00

167522
0

Tank (Youngtown) W34200 330 0 15-Jul-95 145,645.00

Arizona-American Water Company
Sun City Division
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1675222 2,000 gal pressure
tank oungtown)

W34200 330 0 15-Ju1-95 734.00

Sub
Total

$319,215

Computer
Equipment

3046186 BANNER
CONVERSION

W39110 340 1 31-0ct-99 72,579.52

3046187 BANNER
CONVERSION

W39110 340 1 31-0ct-99 4,380.82

3046188 BANNER
CONVERSION

W39110 340 1 31-0ct-99 12,076.86

3046189 BANNER
CONVERSION

W39110 340 2 31-0ct-99 14,148.86

3046190 BANNER
CONVERSION

W39110 340 1 31-0ct-99 130,654.98

3046191 BANNER
CONVERSION

W39110 340 1 31-0ct-99 32,027.34

3046192 BANNER
CONVERSION

W39110 340 1 31-0ct-99 326,134.26

3057430 LAN/WAN Wiring
for Anthem As. IS-
07

W39110 340 1 31-Dec-99 1,322.21'

3057431 LAN/WAN Wiring
for Anthem Az. IS-
07

W39110 340 1 31-Dec-99 726.81

3057433 LAN/WAN Wiring
for Anthem Az. IS-
07

W39110 340 1 31-Dec-99 178.42'

3139716 IT-Repl Laptop. at
Su ~rise

W39110 340 1 31-Dec-99 2,440.41

3058309 IS-07AZ-1 2
laptops for M Clark

W39110 340 1 31-Dec-99 6,352'

3058310 2
J

IS-07AZ- 1
laptops for
Giesen

W39110 340 1 31-Dec-99 4,909.05

Sub
Total

$607,932

Power Operated
Equipment

1675121 TRASH PUMP
(Youngtown)

W39600 311 0 15-Jul-95 669

Sub
Total

$669

Total $1,386,148

Arizona-American Water Company
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Meter sQIEe _ Current Charges

_ 14

Proposed Charges
_

Staff Recommendation

5/8 x3/4-inch $320 $500 $500

3/4-mch $360 $575 $575

1 -inch $420 $660 $660

1-%~inch $635 $900 $900

2-inch $1,090 $2,220 At cost

3-inch At actual cost At cost At cost

4-inch At actual cost At cost At cost

6-inch At actual cost At cost At cost

8-inch At actual cost At cost At cost

Arizona-American Water Company
Sun City Division
Docket No. WS-01303A-02-0868
Page 14

/

E

Note:An "*" means that an item is not located in the Sun City Water service area. According to die
Company, these items are actually located in another District of the Arizona-American Water
Company ($2,237.44 of computer equipment should have been included in the Anthem
District, $2,440.41 of computer equipment should have been included in the Aqua Fria District,

, $6,352 of computer equipment should have been included in the Mohave District. It is unclear
to Staff in which district the computer equipment worth $44909.05 should have been located).
Staff recommends that these plant amounts be transferred to the appropriate district.

4. Curtailment Tariff

A Curtailment Plan Tariff is an effective tool to allow a water company to manage its resources
during periods of shortages due to pump breakdowns, droughts, or other unforeseeable events. Since
Sun City Water does not have a curtailment tari8, this application provides an opportune time to
prepare and file such a tariff. Staff recommends that Sun City Water file a curtailment tariff within
90 days alter any decision and order becomes effective. The tariff shall be submitted to the Director
of Utilities Division for his review and certification. Staff further recommends that the tariff shall
generally conform to the sample tarif f  found posted on the Commission's web site
(www.cc.state.az.us/utilitv) or available upon request dam Commission Staff

5. Service Line and Meter Installation Charges

I'

1

The Company has requested to change its meter and service line charges. These charges are
refundable advances and the Company's proposed charges are within Staf fs experience of
reasonable and customary charges, with the exception of the 2 inch meter. Therefore, Staff accepts
the Company's proposed meter and service line installation charges, with the exception of the 2 inch
meter. For the 2 inch meters, the typical charges vary according to the meter type (turbine or
compound). Therefore, Staff recommends adopting a meter and service line charge of "At Cost" for
the 2 inch meter size.

Service Line and Meter Installation Charges

i
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FIGURE 1

SUN CITY WATER DIVISION CERTIFICATED AREA
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FIGURE 2

LOCATION OF SUN CITY WATER DIVISION
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As-American Water Co. Sun City Water District (Inactive Systems)
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FIGURE CB

SUN CITY WATER DIVISION SYSTEMATIC DIAGRAM
FOR INACTWE SYSTEMS
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FIGURE 4

SUN CITY WATER DIVISION WATER USAGE

Arizona-American Water Co. Sun City
Division Water Usage In Year 2002
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FIGURE 5

GRO H IN SUN CITY WATER DIVISION

J

Actual & Projected Growth In Arizona-
American Water Co. Sun City Division Water
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Account No. Depreciable Plant Rate
(%

301.00
302.00
303.00

In tangib le
Organization
Franchises
Miscellaneous lntan - 'be

0
0
0

310.00
311.00
312.00
313.00
314.00

Source of Supply
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res.
Lakes, Rivers, Other Intakes
Wells and Springs

0
2.5
2.5
0

2.52

320.00
321.00
323.00
325.00
326.00
328.10

Pumping
Land and Land Rights
Structures and Improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas En~ ̀  | e Pumping Equipment

0
1.67
4.42
4.42

5
5.01

330.00
331.00
332.00

Water Treatment
Land and Land Rights
Structures and Improvements
Water Treatment Equipment

0

1.67

4

340.00
341.00
342.00
343.00
344.00
345.00
346.00
348.00
349.00

Transmission and Distribution
Land and Mnd Rights
Structures and Improvements
Distribution, Reservoirs, & ST
Transmission and Distribution
Fire Mains
Services
Meters
Hydrants
Other Transmission & Distribution

0

2

1.67

1.53

0

2.48

2.51

2

2

389.00
390.00
391.00
391.10
392.00
393.00
394.00
395.00
396.00
397.00
398.00

General
Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

0
1.67
4.59
4.59
25

3.91
4.02
3.71
5.2
10.3
4.93

4

¢
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FIGURE 6
DEPRECIATION RATES FOR WATER SYSTEMS
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Engineering Report
For Arizona-American Water Company's
Sun City Wastewater Division
Docket No. WS-01303A-02-0868
(Rate Increase Application)
By Dorothy Hairs ,

1\ AUGUST 2003
EXECUTIVE SUMMARY

Recommendations:

1. Staff recommends that the Sun City Wastewater depreciation rates delineated in Figure 6 be
used for this proceeding. (See kG of  r epor t for discussion and details.).

11. Staff recommends that Sun City Wastewater's original cost plant in service value be adjusted
by $15,547 to reflect the removal of certain plant items that were determined to be not used
and useful during the test year. (See oH of report for discussion and details).

HI. Staff has evaluated Sun City Wastewater's RCN and recommends that its cost values not be
accepted for purposes of setting rates in this proceeding. (See oH of report for discussion and
details).

IV. Staff recommends the acceptance without adjustment of Sun City Wastewater's revised Pro
Forma Plant Schedule B-2, page 9 supplied in data response JAC-13-5, provided by Mr. Tom
Bourassa. (See §I-I of report for discussion and details.) However, this "used and useful"
detennination does not imply a specific treatment for rate base or rate rnaldng purposes.

Conclusions:

I . Staff  concludes that the Tolleson Wastewater Treatment Plant (" P") Filter media
replacement project is necessary and reasonable and that the method used tO allocate a share
of the cost to Sun City Wastewater is reasonable. (See oH of report for discussion and
details).

II. The Company does not own or operate a wastewater treatment plant. The Company collects
the wastewater in its CC&N's area, and then transports the wastewater to the Town of
Tolleson WWTP for treatment and disposal. ADEQ has determined that the Tolleson
WWTP is currently in substantial compliance with Clean Water Act. (See aC of report for
discussion and details.)

IH. The Sun City Wastewater District has no outstanding Arizona Corporation Commission
compliance issues. (See aD of report for discussion and details.)
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Location No .
Pumps

Pump HP Capacity (rpm
per pump)

Wet Well
Capacity
(gallons)

111*' Ave. Lift Station (@111 Ave
&200 N Olive Ave.)

2 3 100 1,000

Paradise Resort Lilt Station
(@10950 W Union Hills)

2 7% 175 1,700

Youngtown Lift Station (@11 it
Ave. & Peoria Ave., installed in
1998)

2 23 700 4228

Baptist Village Lift Station
(@11527 W Peoria Ave.)

2 7% 160 1,761

Coyote Lakes Lift Station (@17280
N 115*' Ave.)

2 40 500 7,000

Paradise Resort Lift Station
(@10950 W Union Hills Rd)

2 7% 175 7,900

Citrus Point Lilt Station (@ 16401
N 115*" Ave., installed in1999)

2 20 500 5,500

Location No .
Pumps

Pump
HP

Capacity (rpm
per pump)

Wet Well
Capacity
(gallons)

Year
abandoned

Rose Garden Lift Station
(@16207 Summer Sunshine,
retired in 2000)

2 20 160 1,000 2000

Arizona-American Water Company
Sun City Wastewater Division
Docket No. WS-01303A-02-0868
Page l
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A. LOCATION OF COMPANY

Arizona-American Water Company Sun City Wastewater Division ("Sun City Wastewater" or
"Company" or "Arizona-American") serves approidmately 21,150 customers, and is located in Town
of Sun City which is west of the City of Phoenix in Maricopa County. Figure 1 describes the
location of the Company within Maricopa County, and Figure 2 describes the CC&N area of Sun
City Wastewater.

B DESCRIPTION OF THE WASTEWATER SYSTEM

The plant facilities were visited on February 25, 2003 by Dorothy Hairs, in the accompaniment of
Mark Cardoza, the Company's Wastewater Plant Superintendent.

This system consists only of a collection system that includes lift stations, force mains and collection
lines.

Figure 3 provides a process schematic for the wastewater system.

Lift Station Facilities

x

e

¢

Abandoned Life Station Facilities



Location No. Pumps Flow metering
device

99*' Ave. Metering Station
(@9802 W Olive Ave.)

0 yes

Size (in inches) Material Length (feet)

4 Various 2,983
6 Various 2,037
10 Various 14,121
12 Various 10,410

Size in inches) Material Len~ (in feet)

4 Various 122

6 Various 9.795

8 Various 1,165,936

10 Various 64,606
12 Various 31,497
15 Various 16,282
18 Various 10,442
21 Various 8,053
27 Various 1,310
30 Various 3,247
33 Various 839

36 Various 865

Undetermined Various 84,488

Type Quantity

Standard Manhole 4,388
Drop Mad role 0

Cleanouts 733

Arizona-American Water Company
Sun City Wastewater Division
Docket No. WS-01303A-02.0868
Page 2

r

Other Plant

Force Mains

Collection Mains

1

Manholes & Cleanouts

c. ARIZONA DEPARTMENT
COMPLIANCE

OF ENVIRONMENTAL QUALITY ("ADEQ")

The Company does not own or operate a wastewater treatment plant. The Company collects the
wastewater in its CC&N's area, and then transports the wastewater to the Town of Tolleson
Wastewater Treatment Plant ("Tolleson P") for treatment and disposal. Therefore, neither



Month Number of
Connections

Total Volumes of
Treated Wastewater

(gallons)

Daily Flow
(gallons/day)

Daily Average Flow
(gal/day/customers)

Jan 21,144* 143,349,000* 4,985,000" 219'

Feb 21,144 1288837,000 5,285,000 218

Mar 21,144 145,174,000 5,237,000 221

Apr 21,144 117,033,000 4,158,000 185

May 21,144 98,875,000 3,969,000 151

Jun 21,144 104,436,000 5,222,000 165

Jul 21,149 118,147,000 5,338,000 180

Aug 21,150 108,715,000 4,861,000 166

Sep 21,150 126,404,000 4,779,000 199

Oct 21,150 115,018,000 4,588,000 175

Nov 21,150 93,886,000 3,924,000 148

Dec 21,150 112,378,000 4,659,000 171

Average 4,729,091 180

Arizona-American Water Company
Sun City Wastewater Division
Docket No. WS-01303A-02-0868
Page 3

ADEQ nor the Maricopa County Environmental Services Department ("MCESD") regulates the
Company. However, ADEQ does regulate the Tolleson P. ADEQ has determined that the
Tolleson P is currently in substantial compliance with Clean Water Act.

D. ACC COMPLIANCE

A check with the Utilities Division Compliance Unit showed no outstanding compliance issues.

E. WASTEWATER FLOW RATE

Table 1 below summarizes the Sun City Wastewater flow data during 2002 and Figure 4 is a graphic
illustration of the same flow data. During this period, Sun City Wastewater experienced a daily
average wastewater flow of 180 gallons per day ("god") per connecdoo, a high wastewater flow of
221 god per connection in March, and a low wastewater flow of 151 god per connection in May. A
total of 145,174,000 gallons of wastewater was collected in March from 21,144 connections and a
total of 98,875,000 gallons of wastewater was collected from 21,144 customers in May.

Table 1 Wastewater Flow

f'

Note: "*" means that data do not represent full monde

F. GROWTH

Figure 5 shows customer growth based on Sun City Wastewater's estimates. Staff has reviewed the
Company's growth estimates and finds them to be reasonable. Because of the recent changes in
Company ownership reliable data which could be used by Staff to estimate growth based on a linear
regression analysis is not available. Sun City Wastewater estimates that 21,498 customers will be
served by the Company within next three years. Using this estimate, Staff calculated a growth rate of
116 customers per year in Sun City Wastewater's CC&N area.
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G. DEPRECIATION RATES

The Company and staff conducted depreciation studies for Sun City Wastewater in its prior rate
proceeding. The Commission's Decision in that proceeding (Decision 60172, dated May 7, 1997)
ordered the Company to continue using the existing depreciation rates. These rates are presented in
Figure 6. The Company used these rates in this proceeding. It is recommended that the Company
continue to use the depreciation rates delineated in Figure 6.

H. OTHERS

1. Tolleson VVWTP Trickling Filter Media Replacement Project

The Tolleson WWTP was installed in 1968 and has a maximum How capacity of 17.5 million
gallons per day ("MGD"). In 1999 the U.S. Environmental Protection Agency ("EPA") issued
a National Pollutant Discharge Elimination System ("NPDES") permit for the Tolleson WWTP.
EPA requires the Tolleson WWTP to meet secondary treatment effluent standards before the
plant's wastewater is discharged. In order to meet the NPDES discharging limits, Tolleson
WWTP must reduce 5-day biochemical oxygen demand ("BOD5") and total suspended solids
("TSS") levels in the effluent to 30 mg/1 each, before the effluent is discharged into the Gila
River and/or is delivered to the Palo Verde Nuclear Generation Station for use in the cooling
towers.

/ x =r

4".
\

A Triclding Filter Media is used in the wastewater treatment process to remove suspended solids in
the final stages of the process. The Tolleson WWTP has two triclding filters, an east filter and a west
filter (named according to their respective locations within the plant). The west triclding filter, which
is the filter being replaced in the subject project, is contained in a circular concrete structure that is 26
feet deep and 132 feet in diameter. The biomass alter Media in the trickling filter has been in service
for over 20 years. According to the manufacture recommendations this filter media should be
replaced every 20 years. The estimated cost of this project is $1,694,000 or, $4.76 per cubic foot of
capacity, which Staff finds reasonable.

The TollesonWWTP has requested that the major users of the plant help pay for the filter media
replacement project. Each user's contribution amount was calculated based on what their wastewater
flow represented as a percentage of the total flow capacity of the plant multiplied times the total
prob act cost. Because Sun City Wastewater's flow of 4.7 MGD is about twenty seven percent (27%)
of the overall Tolleson plant capacity, Sun City Wastewater was asked to contribute $500,000 which
represents approximately 27 percent of the total project cost.

After reviewing this proposal and conducting a site inspection, Staff concludes that the filter media
replacement project is necessary and reasonable and that the method used to allocate a share of the
cost to Sun City Wastewater is reasonable.

2. Post-Test Year Plant

The Company is requesting inclusion of certain capital improvements after the test year ending
December 31, 2001. 'INes are the same improvements as shown in the Company's revised Pro
Forma Plant Schedules B-2, page 9 supplied in data response JAC-13-5, provided by Mr. Tom



Acct No. Description Amount ($) Total (S

354 Structures & Improvement
1. Co ~orate Office It allocation

31,437.27 31,437

361 Collection Sewers - Gravity
1. Blot Mn Rep 8"

289.57 290

390 Office Furniture & Improvement
1. Co ~orate Office It allocation

138,562.20 138,562

396 Communication Equipment
1. Co ~orate Office It allocation

33,584.82 33,585

Total 203,874

Arizona-American Water Company
Sun City Wastewater Division
Docket No. WS-01303A-02-0868
Page 5

I

Bourassa. Post test year improvements were inspected during the month of February of 2003 and
represent calendar year 2002 additions. A11 major additions which were f ield auditable were
inspected. There were some items that were not auditable or were not practical to audit (i.e., such as
inter-office allocation of software costs, blanket repair accounts for sewer mains, etc.). However,
every item which was auditable was in place, exactly as described, and operating, with no exceptions.

The Findings of the field audit support the use, without adjustment, of the total post test year plant
shown in Table 2 of $203,874. However, this "used and useful" determination does not imply a
specific treatment for rate base or rate making purposes. The direct testimony of Mr. Dacron Carlson
will discuss the post test year rate base and rate malting treatment in this case.

Table 2 Arizona-American Water Company -Sun City Wastewater Division
2002 Post Test Year Plant

1 *

3. Reproduction Cost New ("RCN")

Sun City Wastewater submitted an RCN Asset Listing for the year ending December 31, 2001. This
RCN reported an OC plant-in-service value of $17,887,373 and an RCN plant-in-service value of
$49,324,865 Staff has evaluated Sun City Wastewater's RCN and recommends that its value not be
accepted for purposes of setting rates in this proceeding. (For further discussion, see my direct
testimony.)

4. Chemical Testing Expenses

The Company does not own or operate a wastewater treatment plant. Therefore, Sun City
Wastewater does not have to monitor any specified water qualities. However, at the request of the
Tolleson WWTP, Sun City Wastewater does occasionally test the quality of its wastewater. Staff is

in agreement with Sun City Wastewater's position not to seek recovery of any chemical testing
expenses in this rate proceeding.



Asset IJ) Item I anti Account Date Installed Original Cost

Miscellaneous
Intangibles

UNIDENTIFIED 1 T3G300 01-Ju1-74 868

Miscellaneous
Equipment

UNIDENTIFIED 1 T39800 01-Jul-75 14,679

Total 15,547

Arizona-American Water Company
Sun City Wastewater Division
Docket No. WS-01303A-02-0868
Page 6

s. Original Cost ("OC") Deduction

During the review, Staff discovered that two plant items are listed as "unidentified". Because the
Company is unable to identify the items, Staff recommends that total of $15,547 of OC should be
removed Nom plant-in-service.
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FIGURE 1

SUN CITY SEWER CERTIFICATED AREA
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FIGURE 2

LOCATION OF SUN CITY WASTEWATER DIVISION



Arizona-American Water Co. Sun City
Sewer Flow Diagram

Sewer from Coyote
Lakes Subdivision

Coyote Lakes Lift Station
Sewer pumped to the sewer
Collection systems.I1

Sewer Num Paradise Resort

Paradise Resort Lift Station
Sewer pumped to the sewer
Collection systems.

>
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Sewer from Citrus Point
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Citrus Point Lift Station
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FIGURE 3

SUN CITY SEWER SYSTEMATIC FLOW DIAGRAM
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FIGURE 4

WASTEWATER FLOW IN SUN CITY WATER DIVISION

Arizona-American Water Co. Sun City

Division Wastewater Discharge In Year
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FIGURE 5

GROWTH IN SUN CITY WASTEWATER DWISION

Actual & Projected Growth In Arizona-American
Water Co. Sun City Division Sewer CC&N
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Account
No .

Depreciable Plant Rate

(%)

301.00
302.00
303.00

Intangible
Organization
Franchises
Miscellaneous Intan~ 'be

0
0
0

310.00
311.00
312.00
313.00
314.00
315.00
316.00
317.00
318.00
319.00
321.00
322.00

Treatment & Discharge
Land and Land Rights
Structures and Improvements
Preliminary Treatment
Primary Treatment Equipment
Secondary Treatment Equipment
Tertiary Equipment
Disinfection Equipment
Effluent Lift Station E
Outfall Line
Sludge, Treatment & Distribution
Influent Lift Station
General Treatment Equipment

0
2.5
0
0

2.52
0
0
2
2

2.5
2
2

340.00
341.00
342.00
343.00
344.00
345.00
348.00

Collection and Influent
Land and Land Rights
Structures and Improvements
Collection System Lily
Collection Mains
Force Mains
Discharge Services
Manholes

0
2

8.4
2.04
2.07
2.04
2.03

389.00
390.00
391.00
391.10
392.00
393.00
394.00
395.00
396.00
397.00
398.00

General
Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

0
1.68
4.55
4.55
25

3.92
4.14
3.71
5.14

10.28
4.98

s

vs
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FIGURE 6

DEPRECIATION RATES FOR WASTEWATER SYSTEM

I
x

e
4



4

1 r

BEFORE THE ARIZONA CORPORATION COMMISSION

MARC SPITZER
Chairman

.THVI 1Rvn\I
Commissioner

WILLIAM A. MUNDELL
Commissioner

JEFF HATCH-MILLER
Commissioner

MIKE GLEASON
Commissioner

DOCKET NO. W-01303A-02-0870

Q\.
I

IN THE MATTER OF THE APPLICATION OF
ARIZONA AMERICAN WATER COMPANY,
AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT
FAIR VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR INCREASES
IN ITS RATES AND CHARGES BASED
THEREON FOR UTILITY SERVICE BY ITS
ANTHEM WATER, AGUA FRIA WATER,
AND ANTHEM/AGUA FRIA
WASTEWATER DISRICTS

)
>
)
)
)
)
)
)
)
)
)
)

DIRECT

TESTIMONY

OF

LYNDQN R. HAMMON

UTILITIES ENGINEER

UTILITIES DIVISION

SEPTEMBER 5, 2003

EXHIBIT
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EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY

DOCKET no. WS-01303A002-0870

Conclusions

(1) The water and wastewater systems have adequate production, storage and treatment
capacity; (For details please see aC of Exhibit LRH.)

(2) The Arizona Department of Environmental Quality ("DEQ") reported that the Anthem
wastewater treatment plant, and the Anthem, Agua Fria, and Waddell Haciendas water
systems are in total compliance with its rules and regulations. DEQ determined that the
three drinking water systems are currently delivering water that meets State and Federal
drinking water quality standards required by the Arizona Administrative Code, Title 18,
Chapter 4. (For details please see aD of Exhibit LRH.)

(3) Anthem, Waddell Haciendas, and Agua Fria are located within the Phoenix Active
Management Area and are in compliance with the reporting and conservation
requirements of the Department of Water Resources. (For detai ls please see bE of

Exhibit LRH.)

(4) Arizona-American has no outstanding Arizona Corporation Commission compliance
issues. (For details please see oF of Exhibit LRH.)

Recommendations

(1) Staff has evaluated Arizona-American's Reconstruction Cost New study (RCN) and
recommends that those values for the Agua Fria water district, the Anthem water district,
and the Anthem wastewater district, not be accepted for the purpose of setting rates in
this proceeding.

The RCN analysis is presented in this direct testimony.

(2) Staff recommends the acceptance of the present Arizona-American depreciation rates.
(For details please see iI and Figure D of Exhibit LRH.)

(3) Staff recommends the acceptance, without adjustment of the Company's revised Pro
FormaPlant Schedules B-2, page 9 supplied in data response l3~5, provided by Mr. Tom
Bourassa. (For details please see kJ of Exhibit LRH.) However, this "used and useful"
determination does not imply a specific treatment for rate base or rate making purposes.

(4) Staff recommends that the "test year adjusted results" for water testing expenses shown
on schedules C-1, page 1 of Arizona-Arnerican's applications for Anthem and Agua Fria
water districts, be accepted without adjustment. (For details please see aL of Exhibit
LRH.)

(recommendations continued on next page)
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(5) Staff recommends that the Company file a curtailment tariff for the Agua Fria and the
Anthem water district, within 90 days after the effective date of any decision and order
pursuant to this application. The tariff shall be submitted to the Director of Utilities
Division for his review and certification. Staff also recommends that the tariff shall
generally conform to the sample tariff found posted on the Commission's web site. (For
details please see iN of Exhibit LRH.)

(6) Staff recommends the acceptance of the Company's proposed meter and service
installation charges, except for the 2 inch meter size. For the 2 inch size, Staff
recommends adopting a charge of "At Cost". (For details please see tO of Exhibit LRH.)



\

I

Direct Testimony of Lyndon R. Harmon
Docket No. W-01303A-02~0870
Page 1

1 INTRODUCTION

2 Q- Please state your name and place of employment.

3 A.

4

My name is Lyndon R. Harmon. My place of employment is the Arizona Corporation

Commission ("Commission"), Utilities Division, 1200 West Washington Street, Phoenix,

Arizona 85007.5

6

7 Q- Please list your duties and responsibilities and provide your title.

8 A.

9

10

11

1
l

J

12

13

I am employed as a Utilities Engineer, specializing in water and wastewater engineering.

My responsibilities include: the inspection, investigation, and evaluation of water and

wastewater systems, obtaining data and preparing original cost studies and investigative

reports, providing technical recommendations and suggesting corrective action for water

and wastewater systems, and providing written and oral testimony on rate applications and

other cases before the Commission.

14

15 Q- Briefly describe your pertinent educational background and work experience.

16 A.

17

18

19

20

21

22

I have a Bachelor of Science Degree in Chemical Engineering from the University of

Missouri at Rolla. After graduation, I was employed by the Skelly Oil Company as a

process and environmental engineer. In 1973, I joined the Arizona Department of Health

Services, which later became the Arizona Department of Environmental Quality ("DEQ").

My responsibilities with DEQ included approval and inspection for the construction of

water and wastewater facilities, and the issuance of discharge permits. I remained with

DEQ until transferring to the Commission in January 1993 .

23

24 Q- Do you maintain any professional registrations or memberships?

25 A.

26

I am a licensed professional engineer in the State of Arizona. I am also a member of the

Arizona Water and Pollution Control Federation.
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1 Q.

2

3

4 A.

5

6

Were you assigned to provide an engineering analysis and recommendation for the

Arizona-American Water Company, Agua Fria and Anthem Districts (herein

"Arizona-American" or "Company")"

Yes. I reviewed the Company's application and responses to data requests, and I visited

the water systems during April 2003. This testimony and its attachment will present the

findings of my engineering evaluation.

7

8 ENGINEERING REPORT

9 Q- Please describe your attached Engineering Report, Exhibit LRH.

10 A. Exhibit LRH presents the details and analyses of my findings, and is attached to this direct

11 testimony. Exhibit LRH contains the following major topics : (1) a description of the

X
12

13

14

15

water and wastewater systems and the unit processes, (2) compliance with the rules of the

Arizona Department of Water Resources, Arizona Department of Environmental Quality,

and the Arizona Corporation Commission, (3) water use and growth, (4) depreciation

rates, and (5) post test year improvements.

16

17 My conclusions and recommendations from the engineering report are contained in the

18 "EXECUTIVE SUMMARY", above.

19

20 RECONSTRUCTION CONSTRUCTION NEW ANALYSIS

21 Q.

22 A.

23

24

25

26

What is a Reconstruction Cost New ("RCN") study?

A Reproduction Cost New study, is a valuation study which estimates the cost of

reproducing the utility's existing capital plant items. Trend factors (i.e., inflation/cost

indexes), such as those published by Handy-Whitman, are applied to the original cost of

the plant to estimate its value today. The trend factors used vary depending on the type of

plant and the year the plant was installed.
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1 Q- Did Arizona-American submit a RCN study?

2 A.

3

Arizona-American submitted an RCN asset listing for the year ending December 31, 2001 .

This RCN reported the following original cost, plant in service values: -

4

5

6

7

Anthem (Water)
Anthem (Wastewater)
Agua Fria

Original Cost
$35,239,286
317,709315
$53,321,381

RCN
$377852,423
318,482,357
$61 124,837

8

9

10

Q- What i s Staff's position concerning the RCN study, which was submitted by Arizona-

American in this proceeding?

11

12

A.

13

Staff has evaluated the RCN for AGUA FRIA, ANTHEM WATER, and ANTHEM

WASTEWATER and recommends that the RCN values not be accepted for the purpose of

setting rates in this proceeding.
\

14

15 Q- Why has Staff taken that position?

16 A.

17

18

19

20

1.

21 2.

22 3.

23

24

25

26 4.

27

Staff has many reasons, which include:

The Arizona-American RCN is no more than an "asset listing" that lists all the past and

present assets of the utility, even if an asset item is retired, abandoned or no longer exists.

If an RCN is to be considered, the RCN should be a "valuation study" to reproduce,

replace or reconstruct existing physical properties (actual plant that is used and useful) .

No contributed plant was identified or removed from the plant in service base

The Handy-Whitman factors were not used properly. A composite index number was

used for all plant accounts. The actual Handy-Whitman index numbers are arranged to

follow the plant classification of the National Association of Regulatory Utility

Commissioners ("NARUC") and differ by geographical regions.

All plant items were trended using the Handy-Whitman index. However, the Handy

Whitman index should only be used for utility construction and should not be used for

v
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1 plant items such as office furniture, computers, transportation equipment, stores, tools and

2 communication equipment.

3 5.

4

5 6.

6 7.

In some instances, organization, franchise, and land costs were trended. These accounts

should not be trended in RCN studies.

Audited portions exhibited misclassifications of plant in service.

Staff was unable to reconstruct original cost values firm randomly selected line items,

7 using invoices.

8

9 Q- Why didn't Staff amend or revise the RCN submitted by Arizona-American?

10 A.

11

12

13

14

A properly prepared Reproduction Cost New study begins with a complete inventory of

the plant in service that is used and useful. The appropriate trend factors are then applied

to reproduce each plant item at today's cost. The RCN is only valid if  the person

preparing the study knows precisely what the plant item is so that the appropriate trend

factor is applied.

15

16 In order to conduct a RCN study, the following information needs to be provided:

17

18

19

(a) Complete descriptions of the plant in service for each independent system

including the year the plant was installed. Such plant would include wells, booster pumps,

20 mains, meters, treatment equipment, and

21

hydrants, storage tanks, pressure tanks,

structures.

22 (b) Verification of plant item brand names, size and quantities.

23

24

25

26

As discussed above, Staff found the methodology and data for the Arizona-American

RCN to be irreparably flawed. To prepare a RCN from a zero base starting place for a

company as large and complex as this, would be beyond the resources of Staff. Moreover,
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1

2

it is the sole responsibility of the Company, if it wishes the consideration of an RCN in a

rate making proceeding, to prepare and present a valid and understandable study.

3

4 Q. Does this conclude your direct testimony?

5 A. Yes, it does.

6
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Engineering Report
For
ArizoNa-American Water Co.
Anthem and Agua Fria Districts
Docket No. W-01303A-02-0870
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A. LOCATION OF THE DISTRICTS

Anthem is a new planned, community, which was started in 1999 and is located adjacent to
Interstate Highway 17, near New RiVer. The Agua Fria District serves a large area, bounded
by Litchfield and Perryville Roads on the east and west, and on the north, by Grand Avenue
and then south to Bethany Home Road. The water districts are entirely within Maricopa
County.

"I

i

B. DESCRIPTION OF THE WATER & WASTEWATER SYSTEMS

Agua Fria
The water systems serving the Agua Fria District are consolidations of new and older wells,
water storage tanks, and pumping sites, with the exception of the Waddell Haciendas system,
which stands alone. The sources are entirely groundwater wells, followed by conventional
storage, booster pumps, and pressure tanks. A simple schematic, showing the location of
major equipment is presented in Figure A-l .

Anthem Drinking Water
The water infrastructure serving the Anthem Water District was recently constructed in1999.
and consists of a state of the art, membrane technology water treatment plant.

Central Arizona Project ("CAP") water is pumped from the CAP canal by four 450 Hp
pumps through a 30 inch pipeline for 9 miles to the Anthem site. From the raw water ponds
at Anthem, the untreated surface water is pumped through a pressure screen and into a micro-
filter, semi-permeable membrane process unit. Pumps take the permeate (treated water) to
finished water reservoirs. Sodium hypochlorite is generated on-site and injected into the
finished water for disinfection. Finished water typically ranges between 0.05 and 0.10
NTU's (An NTU is a nephelometric turbidity unit and is a measure of surface water
treatment quality. Arizona rules require the turbidity to be always less than 5 NTU's.) From
the finished water storage, a series of pumping facilities and storage tanks pressurize and
serve four different pressure distribution zones within Anthem.
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The ._
And Qata Acquisition. SCADA is the software which sits on top of the hardware and
manages and controls the processes.) A simple schematic of the Anthem drinking water
facility is presented in Exhibit A-2.

entire process is SCADA operated. (SCADA is an acronym for Supervisory _Qontrol

Anthem Wastewater
The wastewater system at Anthem was also constructed in 1999. The wastewater collection
system relies on conventional technology and transports the raw sewage to the influent
pumping station. A grinder and pieta gritTy centrifuge provides initial primary treatment.
The primary effluent is then stored in an aerated equalization basin. Influent pumps take the
wastewater to an anoxic process zone and then to a re-aeration zone.

The anoxic zone is an interesting process phenomenon. The anaerobic conditions (no
oxygen) force the bacteria to scavenger and reduce oxidized nitrogen (nitrates, a pollutant)
for its oxygen. Since left-over nitrogen is then released as a gas by the anaerobic bacteria,
the process achieves nutrient removal, or De-nitrification.

X

From the re-aeration zone, suction pumps take the secondary effluent through a series of
vertical filters, through a chlorine contact basin and finally to an effluent holding pond.
Turbidity of the tertiary eff luent typically attains 0.5 NTU, or drinking water quality.
Effluent disposal is accomplished by landscape and golf course irrigation. The waste
activated sludge from the aeration zone is stabilized and dewatered. The head works and
solids handling processes are totally enclosed with forced draft and odor absorbers. The
entire wastewater treatment plant is also SCADA operated. A simple schematic of the
Anthem wastewater facility is presented in Figure A-3. A tabulation and summary of major
equipment is presented in Figure B.

c. PRODUCTION, STORAGE, AND TREATMENT CAPACITIES

A11 water and wastewater systems have adequate production, storage, and treatment capacity.
Howev er ,  i t  may be appropr iate to expand on that  f i nding f or  Anthem and W addel l
Haciendas.

Waddell Haciendas
The Arizona Department of Environmental Quality ("DEQ") drinking water rules require one
day's storage, based on the average daily demand during the peak month (Arizona
Administrative Code Rl8-4-503.A). As an alternative, the storage rule may be met by
adding other water production sources. Based on water use data and the test year service
base, it initially appears that Waddell Haciendas would need additional storage. However,
there is an emergency interconnection with the Agua Fria water system, which could easily
meet all the needs of the small Waddell Haciendas system. Arizona-American is
constructing a booster station and permanent inter-connection from the Agua Fria system to
Waddell Haciendas. The booster station should be on-line by October 2003 and at that time
the Maricopa Water District irrigation well, which serves Waddell Haciendas, will be
disconnected.
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Anthem
At anthem, the monthly demand peaks for drinking water have reached 2.7 MGD. The
design capacity of the water treatment plant was, at the time of my inspection, 3.0 MGD.
During the first week of August 2003, additional drinking water treatment capacity was put
into service, which should more that double the plant capacity. There is also a 5 MGD inter-
connection with the City of Phoenix, under construction, which will enhance the reliability of
the Anthem water system. Regardless of the status of the Phoenix source, the Anthem
drinking water treatment plant is now capable of meeting its present and future service needs.

D. ARIZONA DEPARTMENT
COMPLIANCE (DEQ)

OF ENVIRONMENTAL QUALITY

DEQ or its formally delegated agent, the Maricopa County Department of Environmental
Services, reported that Anthem wastewater treatment plant, and the Anthem, Agua Fria, and
Waddell Haciendas water systems are in total compliance with its rules and regulations.
DEQ determined that the Anthem, Agua Fria, and Waddell Haciendas drinking water
systems are currently delivering water that meets State and Federal drinking water quality
standards required by the Arizona Administrative Code, Title 18, Chapter 4.

83
I

E. ARIZONA DEPARTMENT OF WATER RESOURCES COMPLIANCE

Anthem, Waddell Haciendas, and Agua Fria are located within the Phoenix Active
Management Area and are in compliance with the reporting and conservation requirements of
the Department of Water Resources.

F. ARIZONA CORPORATION COMMISSION COMPLIANCE

Arizona-American has no outstanding Arizona Corporation Commission compliance issues
within the Anthem and the Agua Fria Districts.

G. WATER USE

Usage
Based on information provided by the Company, water use for 2002 is presented in Figure C,
for all three water systems as gallons per day per service connection. The average annual use
was respectively:

Anthem
Waddell Haciendas
Agua Fria

Gal/Dav-Service
450
579
446
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Non-Account Water
Based on information provided by the Company, non-account water is tabulated below
(results are for the period January 2002 through December 2002):

System % non-account
Agua Fria 6.64 %
Waddell Haciendas 23.3 %
Anthem 7.5 %

The cost to obtain, treat, and pressurize is embedded in lost water. When water escapes
before it reaches the consumer, the utility loses revenue and incurs unnecessary expense.
Non-account water should be 10 percent or less and never more than 15 percent. Only the
Waddell Haciendas system was outside the acceptable limit.

Waddell Haciendas is unique because the well and meter are owned and controlled by the
Maricopa Water District, not Arizona-American and contains in-metered canal discharges.
The water pumped data is not reliable and will become irrelevant when Waddell Haciendas is
inter-connected with the Agua Fria system in October of 2003 and the Maricopa Water
District well is disconnected fromA1rizona-American. Since the water use data will be
monitored and reported within the Agua Fria system, Staff is not recommending any specific
action at this time.

.3 H. GROWTH

Growth in the Agua Fria and Anthem areas can only be terned as explosive. Based on
records from the sale of assets in 1999 and the 13,004 service connections at the end the test
year, the Agua Fria water district experienced an annual growth rate of about 25%. Anthem
started with a zero customer base in 1999 and had 3,900 customers at the end of the test year.
The ultimate, planned build out for Anthem is 10,600 equivalent residential units, including
residential and commercial. The future growth rates will be driven by the local housing
market, the general economy, mortgage rates, and overall expansion pressures in the Phoenix
metropolitan area. However, barring radical changes in the economy, the present growth
rates should continue into the near future.

1. DEPRECIATION RATES

The Company and Staff conducted depreciation studies for the Agua Fria water system in the
prior rate proceeding in DOcket No. E-1032-95-417 and its rendered Decision No. 60172,
dated May 7, 1997. In that proceeding, neither the Company's nor Staff' s recommended
depreciation rates were accepted and the Company was ordered to continue using the existing
depreciation rates. The rates for Anthem were set in the initial CC8LN proceeding.

The present rates for Anthem, and Agua Fria are presented in Figures D-1 and D-2. The
company has not proposed different depreciation rates, and it appears that the existing rates
either match the last orders or are similar to Staffs experience. Staff recommends
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acceptance of the present Arizona~America depreciation rates as delineated in Figures D-1
and D-2 ,

J. POST TEST YEAR IMPROVEMENTS & PLANT IN SERVICE

Post test Year Improvements
Arizona-American is requesting the inclusion of certain capital improvements after the test
year ending December 31, 2001. The post test year improvements are listed in Figure E of
this engineering report. Post test year improvements were inspected during April of 2003
and represent calendar year 2002 additions. All major additions which were field auditable
were inspected. There were some items which either were not auditable or were not practical
to audit (i.e., such as inter-office allocation of software costs, blanket repair accounts,
individual meter repairs, submersible well motor replacement, etc.). However, every item
which was auditable was in place, exactly as described, and operating, with no exceptions.

A
.4

The post test year improvements in Figure E were in service at the time of my visit and
appear to be used and useful. In addition, the findings of the field audit would support the
use, without adjustment, of the Company's revisedPro Forma Plant Schedules B-2, page 9
supplied in data response JAC-13-5, provided by Mr. Tom Bourassa. However, this "used
and useful" determination does not imply a specific treatment for rate base or rate making
purposes. The direct testimony of Mr. Dacron Carlson will discuss the post test year rate
base and rate making treatment in this case.

Plant In Service
The water production system at the Minnesota Title service area was drained and not in use
at the time of the inspection. Staff recommends an adjustment to the plant in service in the
amount of $ 76,503, downward, to reflect the retirement of the assets at the Minnesota Title
system. This adjustment represents the original cost value of the storage tank, booster pump,
controls and connecting piping. The Minnesota Title distribution system was being supplied
from the Clearwater Farms area (Agua Fria Plant #5).

K. PRO FQRMA EXPENSES WATER TESTING

The water testing expenses have been reviewed and the "test year adjusted results" shown on
schedules C-l, page 1 of the Company's applications for Anthem and Agua Fria water
districts should be accepted without adjustment. The wastewater testing is primarily
performed in house and the cost is embedded in the Company's other ledger expenses.

4
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L. ARSENIC

The U.S. Environmental Protection Agency ("EPA") has reduced the arsenic maximum
contaminant level ("MCL") in drinking water from 50 micrograms per liter (ug/1) to 10 up/l.
The date for compliance with the new MCL is January 23rd, 2006.

Anthem is served by CAP water and the arsenic concentration prior to treatment varies
between 3 to 5 pg/1, which is well within the new standard

Arsenic concentrations are tabulated in Figure B for the Agua Fria District.

Some wells within Agua Fria exceed the new arsenic standard. Arizona-American plans on
meeting the new standard by blending, retiring high arsenic wells, or treatment. The
Company is currently performing a arsenic pilot study in its Sun City West District for the
purpose of evaluating treatment process and media selection. Final decisions should be made
by the end of 2003. The Company is not asking for arsenic removal cost recovery in this
proceeding.

M. CURTAILMENT PLAN TARIFF

A curtailment tariff is an effective tool to allow a water company to manage its resources
during periods of shortages due to pump breakdowns, droughts, or other unforeseeable
events. Since Arizona-American does not have a curtailment tariff, this rate application
provides an opportune time to prepare and file such a tariff. Staff recommends that the
Company file a curtailment tariff within 90 days after the effective date of any decision and
order pursuant to this application. The tariff shall be submitted to the Director of Utilities
Division for his review and certification. Staff also recommends that the tariff shall
generally conform to the sample tariff found posted on the Commission's web site
(www.cc.state.az.us/utility) or available upon request from Commission Staff.

The sample tariff is offered only as a guideline and Staff recognizes that the Company may
need to make modifications according to their specific management, operational, and design
requirements as necessary and appropriate.

n. METER AND SERVICE LINE INSTALLATION FEES

The Company has requested to change its meter and service line charges. These charges are
refundable advances and the Company's proposed charges are within Staff's experience of
reasonable and customary charges, with the exception of the 2 inch meter. Therefore, Staff
accepts the Company's proposed meter and service line installation charges, with the
exception of the two inch meter. For two inch meters, the typical charges vary according to
the meter type (turbine or compound). Therefore, Staff recommends adopting a meter and
service line charge of "At Cost" for the 2 inch size.
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FIGURES

PROCESS SCHEMATIC ... Agua Fria in .FIGURE A-1

PROCESS SCHEMATIC ... Anthem Water . .FIGURE A-2

PROCESS SCHEMATIC - Anthem Wastewater . .FIGURE A-3

EQUIPMENT SUMMARY.. FIGURE B

WATER USE FIGURE C

DEPRECIATION RATES Water FIGURE D 1

DEPRECIATION RATES - Wastewater.. .FIGURE D-2

POST TEST YEAR PLANT FIGURE E
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FIGURE B -- SUMMARY OF MAJOR EQUIPMENT AT AGUA FRIA DIVISION

Well # D No. Formerly Capacity
gal/min

Arsenic

ug/1
Agua Fria Plant Number One
1.1 55-623682
1.2 55-575445
1.4 55-605761
1.5 55~587293

Sun Village #1
Sun Village #2
Sun Village #4
Sun Village #5

1200

1000

1000

1000

13

18

29

14

2.65 MGD dual cell underground storage

Agua FNa Plant Number Two
2.1 55-553671 Sun City Grand #1
2.2 55-554002 Sun City Grand#2
2.3 55-573654 Sun City Grand #3

1200
1200
1200

7

5

16

Two 1 MGD storage tanks.

Agua Fria Plant Number Three
3.1 55-565447 Sun City Grand #5
3.2 55-565446 Sun City Grand #6

1200
1000

5
4

Two 1 MGD storage tanks. Well 3.2 in service 2003

Agua Fria Plant Number Four
4.1 55-604498 AZ Traditions #2
4.2 55-555779 Happy Trails

1250
850

5

8

One 1.5 MGD storage tank. Additional 1.5 MGD storage tank under construction.

Agua Fria Plant Number Five
5.1 55-514145 Clearwater Farms CB
5.2 55-624692 Olive Ave 26A
5.3 55-604500 Cotton/Bell

800
..600

900

12
76
4

500,000 gallons storage.

Waddell Haciendas
Waddell 55-612988 Maricopa 6-10C 800 4

40,000 gallons storage

Figure B
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DEPRECIATION RATES - WATER

i
Anthem Agua Fria
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k
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>
I 1.67 %

f'

4
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.2.00 %E
. !

83.1
N

.2.00 %
1.67 %..
~1.53 %.~
.2.48 %..
.2.51 %..
.2.00 %..
2.00 %/

i f

L.

g

S

L*l
- v

Source
311 Structures & Improvements ..
312 Collecting 8; Impounding ..
314 Wells & Springs..
Pumping
321 Structures & Improvements ..
323 Other Power Production..
325 Electric Pumping Equipment ..
326 Diesel Pumping Equipment ..
328.1 Gasoline Engine Pumps ..
Water Treatment
331 Structures & Improvements ..
332 Water Treatment Equipment..
Transmission & Distribution
341 Structures & Improvement...
342 Reservoirs & Storage Tanks ..
343 Transmission & Distribution..
345 Services .
346 Meters .
348 Hydrants ..
349 Other Dlstnbutlon
General
390 Structures & Improvements ..
391 Office Furniture/Equipment..
391 .l Computers ..
392 Transportation Equipment ..
393 Stores Equipment ..
394 Tools .
395 Lab Equipment..
396 Power Operated Equipment ..
397 Communication Equipment ..
398 Miscellaneous Equipment..

~1.67 %.*
.4.59 %.
.4.59 %.

.25.00 %.
.3.91 %..
.4.02 %.
.3.71 %.~
.5.20 %.~
10.3() %..
.4.93 %.~

1.68 %
.4.55 %
.4.55 %

.25.00 %
.3.92 %
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.3.71 %
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10.28 %
.4.98 %L

7 ....

8, __

r
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Figure D- 1
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I

Anthem Wastewater

f
u

r r

a

x

8--
9r .L._

.5.00 %

.5.00 %

.5.00 %

.5.00 %

.5.00 %

.5.00 %

.8.40 %
nu 5.00 %

.5.00 %
,8.40 %
,5.00 %

\

L

;

` I
4

1.67 %
.8.40 %
.2.04 %
.2.07 %
.2.04 %

A.l
\
.1
r

W

J

_,-

l

.

F

f 1

Treatment and Discharge
311 Structures & Improvements ..
312 Preliminary Treatment ..
313 Primary Treatment Equipment..
314 Secondary Treatment Equipment..
315 Tertiary Equipment ..
316 Disinfection Equipment ..
317 Effluent Lift Station E..
318 Outfall
319 Sludge, Treatment & Distribution..
321 Influent Lift Station..
322 General Treatment Equipment ..
Collection and Influent
341 Structures & Improvements ..
342 Collection System Lift Stations ..
343 Collection Mains ..
344 Force Mains .
345 Discharge Services..
348 Manholes....................
General
390 Structures & Improvements ..
391 Office Furniture/Equipment..
391 .1 Computers ..
392 Transportation Equipment ..
393 Stores Equipment ..
394 Tools .
395 Lab Equipment..
396 Power Operated Equipment ..
397 Communication Equipment ..
398 Miscellaneous Equipment..

.1.68 %
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Figure D-2
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Figure E
Post Test Year Improvements

Agua Fria Estimated Capital Cost

100 feet column, Arizona Trod well #2 $ 10,414

Replace motor Agua Fria WP #6
Replace CL2 unit at Agua Fria WP #6
Replace compressor at Agua Fria WP #6

s 1,133
$ 2,276
$ 1,680

Replace column pipe Agua Fria Well # 4.2 8 28,484

Replace pump at Agua Fria Well # 1.1 $ 29,139

Replace 150 HP motor Agua Fria WP#1 $ 2,976

Replace mechanical seal booster pump #4 Sun Village Plant
Replace mechanical seal booster pump #3 Sun Village Plant

$ 2,837
$ 4,099

SCG well #2, repair 10 inch check valve Pump Eq $ 2,561
X

Blanket hydro repair S 5,229

CC-MWD Waddell Plant Asst Dist Reservoir s 44,897

s 43,696Security - Site Fencing

Security - Tank Overflow Valves S 95,275

S 123,261Security - Tank Vents ,.

AZ Trad/CWF Emergency Interconnection $ 67,549



Figure E
Post Test Year Improvements

Anthem .- Water Estimated Capital Cost

Row Boat - Water Campus $ 1,242

New Vehicle PA -07
New Vehicle PA-06

$ 8,051
$ 17,878

Jar Tester for Lab $ 2,050

2 Way Radios S 1,738

Install Fence WTP - APS substation S 4,756

Security - Site Fencing $ 54,488

Security -- Anthem $ 57,889

Security - Tank Vents $ 43,740

\ Security - Tank Overflow Valves $ 60,623

Replace SoP/ Start on Blower B $ 3,481

Repair 700 Pump $ 1,746

Replace Mechanical Seal 750 Pump s 2,256

Repair Blower B $ 4,463
4
I

Anthem - Wastewater

Repair - mixer 2.5 Hp Fly gt S 1,796

Repair flow meter at recharge s 4,940

Repair 15 Hp pump s 6,208

Repair Aura Actuator s 2,914

Repair Valve Position Transmitter $ 1,513

Purchase Self Dumping Hopper S 1,240
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1

EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY, INC.

DOCKET nos. WS-01303A-02-0867, et al.

Arizona-American Water Company, Inc. ("AAWC") is a public service corporation
engaged in the business of providing public utility water and wastewater service to
approximately l15,000 Arizona customers.

The purpose of Mr. Bozzo's testimony is to present Staffs analysis and recommendations
concerning the Company's Test Year plant and accumulated depreciation balances for the ten
systems in the five rate applications consolidated in this docket. Mr. Bozzo's testimony
discusses four Staff adjustments made to AAWC's recorded plant at Test Year end, December
31, 2001 .

In aggregate,Staff recommends a $2,270,531 disallowance of AAWC's plant recorded at
December 31, 2001, as shown in Table 1 on page 5 of this testimony. Detail of the adjustment is
shown on Schedule DWC-4 for each of the ten systems.

An overview of Staffs four adjustments to recorded Test Year end plant is provided
below.

Not Used and Useful Plant - In aggregate, Staff removed $1,737,746 of plant that was not
used and useful in the provision of utility service.

Unidentified Plant - In aggregate, Staff removed $272,649 of plant that AAWC could not
identify or locate.

Accounting Error - Misclassified Plant - This adjustment removes $171,390 from plant in
the Sun City Water system to correct a misclassification of Central Arizona Project ("CAP")
study costs.

Plant Removed per Decision No. 60172 - This adjustment removes $88,746 from the
plant in service in the Sun City Water system to comply with Commission Decision No. 60172.

In aggregate for the ten systems, Staff reduced Accumulated Depreciation by $769,101.
Detail of the adjustments are shown on Staff Schedule DWC-4 for each of the ten systems.
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1 INTRODUCTION

2 Q- Please state your name and business address.

3 A.

4

My name is Brian K. Bozzo. My business address is 1200 West Washington Street,

Phoenix, Arizona 85007.

5

6 Q- By whom are you employed and in what capacity?

7 A.

8

9

I am employed by the Arizona Corporation Commission ("Commission" or "A.C.C.") in

the Utilities Division ("StafF') as an Administrative Services Officer II. Until July 2003, I

was employed by Staff as a Public Utilities Analyst V.

10

11 Q- Please describe your education and work experience.

12 A.

13

14

I obtained a Bachelor of Science degree in Business Administration from the University of

Arizona located in Tucson, Arizona. In 1991, I joined Staff as a rate analyst. I have been

responsible for conducting case preparation/analysis and serving as a Commission witness

15

16

in rate proceedings, finance authorizations and Certificate of Convenience and Necessity

("CC&N") proceedings, the course of these duties, I attended

17

among others. During

numerous seminars on utility rate-making including courses presented by the National

18 Association of Regulatory Utility Commissioners and New Mexico State University.

19

20 Q- What Test Year was used by the Company in this filing?

21 A. AAWC applied a historical Test Year covering the twelve months ending December 31,

22 2001.

23

24 Q- What is the purpose of your testimony in this proceeding?

25 A.

26

The purpose of my testimony is to present Staffs analysis and recommendations

concerning the Test Year plant and accumulated depreciation balances for the ten systems
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1

1

2

3

4

included in the five rate applications filed by Arizona-American Water Company, Inc.

("AAWC" or "Company") on November 22, 2002, and December 13, 2002, and

consolidated in this docket. My testimony sets forth Staffs adjustments to plant in service

and accumulated depreciation as recommended at the end of the Test Year.

5

6 Q. How is your testimony organized?

7 A.

8

9

10

This introduction is followed by a summary of the general nature ofStaff's adjustments to

plant recorded at Test Year end. Next, I discuss each plant adjustment. Finally, I discuss

Staff's adjustments to the accumulated depreciation account which correspond to Staff's

plant adjustments.

11

12 Q- What other Staff  members present direct testimony that incorporate your plant

13 recommendations?

14 A. Mr. Derron W. Carlson incorporates my recommendations and testifies to Staffs original

15 cost rate base ("OCRB"), revenue requirement, income taxes and other items for each of

16 the ten systems.

17

18 Q-

19

Did you rely on the testimony of any Staff members in formulating the plant

recommendations shown in your direct testimony?

20 A.

21

22

23

24

25

26

Yes. I relied on the direct testimony of the various Utilities Division engineering

members, including Mr. Marlin Scott, Jr., Mr. John A. Chelus, Mr. Lyndon R. Harmon

and Ms. Dorothy M. Hains ("Staff Engineering"). These individuals were responsible for

the preparation of direct testimony and engineering reports for the various Company

systems. These testimonies provide detail on recommendations for removal of "not used

and useiiil plant" and "unidentified plant" from plant in service. These recommendations

are incorporated into my plant analysis.
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Q;

A. This testimony presents various adjustments to Test Year plant. These adjustments relate

only to plant recorded at Test Year end and are separate from the post Test Year plant and

rate base adjustments presented in the testimony of Mr. Darvon W. Carlson. Staf;t's

adjustments to both of these sets of plant and rate base figures are shown on Staff

Schedule DWC-4 - Summary of Original Cost Rate Base Adjustments. I am sponsoring

rate base adjustment nos. 1 through 4 on Schedule DWC-4 for each of the ten systems.

Mr. Carlson is sponsoring rate base adjustment nos. 5 through 7. Not all adjustments

affect all ten systems, therefore, nothing is shown in the systems where they do not apply.

SUMMARY OF PLANT ADJUSTMENTS

Provide a brief summary of the adjustments outlined in this testimony.

Not Used and Useful Plant

In aggregate for the ten systems, Staff removed $1,737,746 of plant because it

was not used and useful in the provision of utility services.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Unidentified Plant

In aggregate for the ten systems, Staff removed $272,649 of plant because the

Company could not physically identify the plant which was reported on its list of

assets.

Accounting Error - Misclassified Plant

This adjustment removes $171,390 from plant in the Sun City Water system that

the Company admitted in response to a Staff data request was an accosting error

and should be removed from rate base.
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I

Plant Removed per Decision No.60172

This adjustment removes $88,746 from the plant in service in the Sun City Water

system to comply with Commission Decision No. 60172.

PLANT IN SERVICE

Q, Please summarize the Staff adjustments to Test Year Plant in Service as shown in the

first four columns of Staff Schedule DWC-4.

1

2

3

4

5

6

7

8

9

10

11

A. In aggregate for the ten systems, Staff removed $2,270,531 from plant recorded at the end

of the Test Year. Detail of the effect on specific plant accounts is shown on the Schedule

DWC-4 for each of the ten systems. Table l below shows the aggregate amount removed

for (1) not used and useful plant, (2) unidentified plant, (3) plant misclassified due to

accounting error, and (4) plant removed to comply with Decision No. 60172.

TABLE 1

STAFF'S ADIUSTMENTS To PLANT RECORDED AT TEST YEAR END

LINE NO. TYPE OF ADJUSTMENT AMOUNT

12

13
14
15
16
17
18
19
20
21
22
23
24
25
26

1.
2.

3.

4.

NOT USED AND USEFUL
UNIDENTIFIED PLANT
ACCOUNTING ERROR - MIS-CLASSIFIED PLANT
PLANT REMOVED PER PRIOR DECISION

s 1,737,746
$ 272,649
$ 171,390
$ 88.746

5. TOTAL $2,270,531

Q- Do any of your adjustments, reflected on Schedule DWC-4, affect multiple systems?

27

28

29

30

31

32

33

A. Yes. The $1,737,746 adjustment related to not used and useful plant, as well as the

$272,649 adjustment related to unidentified plant both affect multiple systems. The

$171,390 accounting error and the $88,746 item relating to compliance with a prior

decision impact the Sun City Water system only.
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1 Rate Base Adjustment No. 1 .- Not Used and Useful Plant

2 Q. Did Staff conduct inspections to determine whether the plant claimed in the

3 Company's tiling is used and useful for the provision of utility service.

4 A.

5

6

Yes. These inspections revealed that not all of the plant claimed in the filing is used and

useful. Staff Engineering witnesses are presenting testimonies explaining the items that

were found to be not used and useful. Please see their testimonies for a description of the

plant items determined to be not used and useful.7

8

Q- Why is Staff removing plant that is not used and useful?9

10 A.

11

Only plant that is used and useful for the provision of utility service should be included in

the cost of service.

12

13 Q- What adjustment is Staff recommending?

14 A.

15

16

Staff recommends removing the amount shown in Table 2 below from plant. In addition,

Staff recommends a $543,880 reduction to Accumulated Depreciation to correspond with

the reduction to plant. These adjustments are shown on Schedule DWC-4 for each of the

17 ten systems.

TABLE 2

NOT USED AND USEFUL PLANT

LINE no. TYPE OF ADJUSTMENT AMOUNT

1.

2.

3.

4.

5.

6.

7.

8.

9.

77,319
76,503

10.

SUN CITY WEST WATER
SUN CITY WEST WASTEWATER
SUN CITY WATER
SUN CITY WASTEWATER
MOHAVE
HAVASU
AGUA FRIA
ANTHEM
AA WASTEWATER
TUBAC

$ ..

$ 212,082
$ 1,370,218
s
s
s
$
$
S
$

18

19
2 0
21
22
23
2 4
25
26
27
28
2 9
30
3 1
32
33
34
35
36

11, TOTAL

1,624

$ 1,737,746
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1

2 Q-

3

Rate Base Adjustment No. 2 .-. Unidentified Plant

Did Staff's analysis identify amounts included on the Company's list of assets that it

could not locate or identify?

4 A.

5

Yes. Staffs analysis revealed, in aggregate for the ten systems, $272,649 of plant that the

Company could not identify. Staff Engineering witnesses are presenting testimonies

explaining the unidentified items.6

7

Q- What is Staff recommending for Unidentified Plant?8

9

10

11

12

A. Staff recommends removing the unidentified plant from the cost of service. Staffs

adjustment would remove the amounts shown in Table 3 below from plant. In addition,

Staff recommends a $109,792 reduction to Accumulated Depreciation to correspond with

the reduction to plant. These adjustments are shown on Schedule DWC-4 for each of the

13 ten systems.

TABLE 3

UNIDENTIFIED PLANT

LINE no. TYPE OF ADJUSTMENT AMOUNT

19,743
3,367

1;
2.

3.
4.

5.

6.

7.

15,547
233,992

14

15
16
17
18
19
2 0
21
22
23
24
25
26
27
28
2 9
30
3 1

8 .
9.
10.

SUN CITY WEST WATER
SUN CITY WEST WASTEWATER
SUN CITY WATER
SUN CITY WASTEWATER
MOHAVE
HAVASU
AGUA FRIA
ANTHEM
AA WASTEWATER
TUBAC

$

$

$

$

$
$

$

$

$
$

11. TOTAL $ 272,649

32
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1

2

3

Rate Base Adjustment No. 3 - Accounting Error, Mis-Classified Plant

Q. Did Staffs review reveal an accounting error that resulted in an overstatement of

plant in the Sun City Water system?

4 A.

5

6

7

8

9

10

Yes. Staff decreased plant by $171,390 to reflect the removal of Central Arizona Project

("CAP") costs that the Company admitted were misclassified. Staff conducted discovery

to determine the reasonableness of the plant amounts the Company included in the

applications. This process included the composition and review of a number of data

requests between Staff and the Company. In response to Staff data request BKB 26-3, a

question designed to gather information about a $171,390 cost element which was

included in a 1995 plant addition for Sun City Water, the Company stated the following:

11

12

13

"These charges appear to have been mis-posted to capital projects and
should be removed from rate base."

14

The Company's response identifies that the cost Was not properly classified as plant and

should be excluded from plant and rate base.

Q~ What adjustment is Staff recommending?

15

16

17

18

19

20

21

A. Staff recommends a $171,390 decrease to plant in the Sun City Water system, as shown in

Table 4 below, to remove CAP study costs that were misclassified. In addition, Staff

recommends a $41,665 reduction to Accumulated Depreciation to correspond with the

reduction in plant. This adjustment is shown on Schedule DWC-4 for the Sun City Water22

23

24

system.



Direct Testimony of Brian K. Bozzo
Docket Nos. WS-01303A-02-0867, et al.
Page 8

TABLE 4

LINE no.

ACCOUNTING ERROR - MISCLASSIFIED PLANT

TYPE OF ADJUSTMENT AMOUNT

1.

2.

3.
4.

5.

6.

7_

8.

9.

171,390

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18

10.

SUN CITY WEST WATER
SUN CITY WEST WASTEWATER
SUN CITY WATER
SUN CITY WASTEWATER
MOHAVE
HAVASU
AGUA FRIA
ANTHEM
AA WASTEWATER
TUBAC

s
$
s
$
$
$
$
$
$
$

11. TOTAL $ 171,390

Rate Base Adjustment No. 4 - Plant removed to comply with Decision No. 60172

Did the Company's filing reflect previous Commission disallowances of plant?Q-

A. Yes. Decision No. 60172 removed $88,746 from Account #314, Wells and Springs,

related to an observation well. An $88,746 reduction was recorded in the plant records but

reinstated in a later year.

Q. What adjustment is Staff recommending?

19

20

21

22

23

24

25

26

27

28

29

A. As shown on Table 5 below, Staff recommends an $88,746 decrease to plant in the Sun

City Water system to comply with Decision No. 60172. In addition, Staff recommends a

$33,764 reduction to Accumulated Depreciation to correspond with the reduction to plant.

This adjustment is shown on Schedule DWC-4 for the Sun City Water system.30

31
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TABLE 5

PLANT REMOVED PER DECISION no. 60172

LINE no. TYPE OF ADJUSTMENT AMOUNTf

1.

2.

3.

5.

6.

7.

8.

9.

88,746

10.

SUN CITY WEST WATER
SUN CITY WEST WASTEWATER
SUN CITY WATER
MGHAVE
HAVASU
AGUA FRIA
ANTHEM
AA WASTEWATER
TUBAC

$

$

$
$

$

$

$

$
s

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17 11. TOTAL $ 88,746

18

19 Q-

20

Does this conclude your direct testimony regarding plant and accumulated

depreciation?

21 A. Yes, it does.



I

BEFORE THE ARIZONA CORPORATION COMMISSION

MARC SPITZER
Chairman

WILLIAM A. MUNDELL
Commissioner

JEFF HATCH-MILLER
Commissioner

MIKE GLEASGN
Commissioner

KRISTIN K. MAYES
Commissioner

e

IN THE MATTER OF THE APPLICATIONS OF
ARIZONA-AMERICAN WATER COMPANY,
TNC., AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS SUN CITY
WEST WATER AND WASTEWATER
DISTRICTS, SUN CITY WATER AND
WASTEWATER DISTRICTS, MOHAVE AND
HAVASU WATER DISTRICTS, AGUA FRIA
AND ANTHEM WATER AND WASTEWATER
DISTRICTS, AND TUBAC WATER DISTRICT

)
)
)
)
)
)
)
)
>
)
)
)
)
)
)

DOCKET NOS. WS-01303A-02-0867
WS-01303A-02-0868
W-01303A-02-0869

WS-01303A-02-0870
W-01303A-02-0908

SURREBUTTAL

TESTJMONY

OF

BRIAN K. BOZZO

ADMINISTRATIVE SERVICES OFFICER II

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

OCTOBER 31, 2003

EXHIBIT



TABLE OF CONTENTS
Page

INTRODUCTION l

SUMMARY OF STAFF'S ADJUSTMENTS TO TEST YEAR PLANT .< 2

SUMMARY OF the COMPANY'S REBUTTAL TESTIMONY 1 2

STAFF COMMENT ON COMPANY ACCUMULATED DEPRECIATION REBUTTAL.. 4

q



EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY, INC.

DOCKET nos. WS-01303A-02-0867 ET AL.

Arizona-American Water Company, Inc ("AAWC" or "Company") tiled rebuttal
testimony on October 10, 2003 addressing rate case positions outlined in Staffs direct testimony
of September 5, 2003. My direct testimony in this case recommended various adjustments to
Test Year plant. As shown in Table l of my direct testimony, Staff recommended Test Year
plant reductions in four different categories: Not Used and Useful plant, Unidentified Plant,
Accounting Error - Mis-Classitied Plant and Plant Removed per Prior Decision.

As part of the plant reductions in the categories shown above, Staff made corresponding
adjustments reducing Accumulated Depreciation. AAWC disagreed with the level of Staffs
individual, corresponding reductions tO Accumulated Depreciation in two of the categories, not
used and useful and the unidentified plant, calling for them to be treated as retirements. My
surrebuttal testimony therefore is concerned with those particular Accumulated Depreciation
adjustments.

AAWC did not support the treatment of the items as retirements. Staff removed the
depreciation accumulated through the Test Year for those plant reduction amounts. The
Company disagrees, seeking retirement treatment which would remove the entire original cost of
the plant assets from the Accumulated Depreciation account.

In addition to not providing support for the retirement treatment, the Company rebuttal
position contradicts its original tiling in which it classified the same items as plant in service.
Further, its position ignores the fact that the not used and useful plant could be held for suture
use and returned to plant in service. Nor does it recognize that there was no clarity about the
nature of the unidentified plant.

The Compally's proposal for Accumulated Depreciation rewards it for deficiencies in its
records by increasing rate base to recognize not used and useiul plant and plant that may have
never existed. This treatment is inconsistent with the purpose of a disallowance.
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I

1 INTRODUCTION

2 Q~ Please state your name and business address.

3 A.

4

My name is Brian K. Bozzo, my business address is 1200 West Washington Street,

Phoenix, Arizona 85007.
5

5

6 Q. By whom are you employed and in what capacity"

7 A.

8

I am employed in the Utilities Division of the Arizona Corporation Commission ("ACC"

"Commission") as an Administrative Services Officer II.

9

10 Q- Are you the same Brian K. Bozzo who filed direct testimony in this case?

l l A. Yes, I am.

12

13 Q. What is the purpose of your testimony in this proceeding?

14 A.

15

16

17

18

19

20

21

The purpose of my testimony is to present Staffs response to the portion of Arizona-

American Water Company, Inc.'s ("AAWC" or "Company") rate case rebuttal testimony

dealing with adjustments to Accumulated Depreciation. AAWC's rebuttal position

relating to my direct testimony was presented by Mr. Thomas Bourassa on pages 4-6 of

his rebuttal testimony. This portion of his rebuttal testimony commented on Staff" s direct

testimony adjustments to both plant and accumulated depreciation. Generally, the

Company agrees with Staffs plant reductions but disagrees with the levels of Staffs

corresponding reductions to Accumulated Depreciation.

22

23 Q-

24

Has Staff modified its position on reductions to Accumulated Depreciation based on

the Company's rebuttal testimony"

25 A. No.
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l Q.

2 A.

q
J

4

5

How is your testimony organized"

This introduction is followed by a short summary of both Staff' s adjustments to Test Year

plant and the Company's rebuttal position to those plant adjustments. I then break down

the Company's rebuttal position on Staff' s Accumulated Depreciation adjustments and

provide Staff comment. »,

6

7 Q-

8

Does a lack of response in this testimony to any of the Company's rebuttal positions

indicate agreement by Staff on that issue?

9 A. No.

10

11 SUMMARY OF STAFF'S ADJUSTMENTS TO TEST YEAR PLANT

12 Q-

13

Please provide a brief summary of the Staff adjustments to Test Year plant that were

presented in your direct testimony.

14 A.

15

16

17

18

My direct testimony presented various adjustments to test year plant. Those adjustments

were shown on Schedule DWC-4 for each system as rate base adjustment nos. 1 through 4

(Staff witness Mr. Dacron Calrson discussed rate base adjustments nos. five through seven

in his direct testimony.) Staff recommended test year plant reductions in four categories,

as shown in Table l of my direct testimony .

19

20 SUMMARY OF THE COMPANY'S REBUTTAL TESTIMONY

21 Q- Please summarize Mr. Bourassa's rebuttal testimony relating to your direct

22 testimony.

23 A. Mr. Bourassa addressed test year plant issues on pages 4 through 6 in his rebuttal

24 testimony. Generally, his testimony stated that AAWC agreed with the Staff reductions to

25 plant in service. However, AAWC disagreed with the level of Staffs individual,

26 corresponding reductions to Accumulated Depreciation for those plant items.
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r

1 Q.

2

Which plant item(s) is the Company referring to when it states that it disagrees with

Staffs Accumulated Depreciation treatment?

3 A.

4

5

6

The Company is refer ng to Staffs "not used and useful" and "unidentif ied" plant

reductions as stated on page 5, line 13 of Mr. BouraSsa's rebuttal testimony. These

reductions are identified as adjustment l and adjustment 2 on schedule DWC-4 in both

Staffs direct and surrebuttal testimonies. .

7

8 Q- Does the Company discuss Staffs adjustments to AccumUlated Depreciation?

9 A.

10

11

Yes, this discussion is found on page 5, line 14 - 15 of Mr. Bourassa's rebuttal testimony.

He states that Staff removed the Accumulated Depreciation through December 31, 2001,

for those plant reductions related to "not used and useful" and "unidentified" plant

12 reductions .

13

14 Q.

15

Did the Company's description accurately illustrate StamPs Accumulated

Depreciation adjustments?

16 A.

17

18

19

20

Yes, page 5, line 14-15 of the rebuttal testimony outlines Staffs treatment of Accumulated

Depreciation. Staff removed the amount of Accumulated Depreciation through the end of

the Test Year for all plant reductions Categorized as either "not used and useful" or

"unidentified" This should correspond to the amount of Accumulated Depreciation that

the Company had actually accrued at that time.

21

22 Q. Does Mr. Bourassa state why the Company disagrees with Staff 's Accumulated

23 Depreciation reductions"

24 A.

25

The Company's position is that the "not used and useful" and "unidentified" plant should

be considered and treated as retirements.
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z

1 Q- Outline AAWC's rebuttal position on the "not used and useful" and "unidentified"

2 plant.

3 A.

4 1

5

6 2

7

8

9 3

10

11

Page 5 of Mr. Bourassa's rebuttal testimony states the following in lines 16 through 26:

Not Used and Useful plant should be retired. An Accumulated Depreciation

amount equal to the full cost of the plant should be removed for retired plant.

Unidentified plant that is being removed and was given rate base treatment in prior

rate cases should be treated as if retired. As above, an amount equal to the full

cost of the plant should be removed from Accumulated Depreciation.

Unidentified plant that is being removed and was not given rate base treatment in

prior rate cases should be considered an abandonment. This type of plant should

have Accumulated Depreciation through December 3 l , 2001 removed.

12

13 STAFF COMMENT ON COMPANY ACCUMULATED DEPRECIATION REBUTTAL

14 Q.

15

Does the Company's testimony on page 5, lines 16 through 26 provide a rationale for

the statements shown above?

16 A. No, it does not.

17
.J

18 Q.

19

Does the Company's testimony identify and separate the "unidentified" plant items

that were or were not granted rate base treatment previously, in order to determine

20 or indicate why this distinction would call

21

this separate treatment they propose

for different treatment?

22 A. No.

)
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1 Q.

2

Does the Company's rebuttal position on these plant items agree with its original

position from the rate application?

3 A. No.

4

5

In the application, the Company included the "not used and useful" and

"unidentified" plant items in its plant in service. This treatment identifies the plant as

legitimate plant that was providing service to customers rather than as retired plant.

6

7 Q-

8

If these items actually were retirements, could the Company or its predecessor have

recorded these items as retired prior to this rate case?

9 A. Yes. But it did not account for them as such. If they were retirements, the Company

10 should have accounted for them as such prior to this rate case.

11

12 Q. If these items were retirements, could the Company have removed these items from

13 the instant rate case?

14 A. Yes. For instance, if these were retirements that were somehow missed by various

15

16

accounting personnel over the years, then the Company could have used pro forma

adjustments to remove the plant from the pending rate case.

17
4

18 Q. What did the Company choose to do regarding this plant?

19 A.

20

The Company chose neither to retire the plant nor to pro forma remove it from this case.

Rather, it chose to leave the items in plant in service and therefore rate base. The

21

22

Colnpany's own actions indicate that these plant items should not be treated as retirements

for rate base/accounting purposes.

23

24 Q. Why is the Company's choice important?

25 A. Such

26

The Company's choice indicates that it treated the items as plant in service.

treatment works against its current argument that they are retirements.
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I

1 Q.

2

Who has the responsibility to track and account for plant items so they can be

properly classified and identified for rate case analysis?

3 A. Without good

4

5

6

The Company has the responsibility to account for plant items.

information, it is difficult to demonstrate that assets included in plant in service are

legitimate for inclusion in the rate base. It has not demonstrated the necessary information

to show that the "not used and useful" and "unidentified" plant amounts are retirements.

7 The Company would like to assume they are retirements.

8

9 Q~ Are "not used and useful" items retirements?

10 A.

11

12

13

No. They are simply items that are not currently used or useful in providing service.

Items that are not currently used could be classified as plant held for future use. Such

items would then be held for an unspecified time until they could later be returned to plant

in service. it would not be logical to fully depreciate an item that could later return to

14 plant in service and serve customers.

15

16 Q- Are "unidentified" plant items retirements?

17 A.

18

No. Unidentified plant items are items that the Company was unable to identify. Clearly

the natures of these items are at questions Staff did not know if they were retirements as

19 the Company could not identify them and Staff Engineering could not inspect them. In

20 fact, there is really no certainty that these items exist. Clearly, absent adequate

21

22

information, Staff could not classify them as retired for calculating the Accumulated

Depreciation reductions which offset the plant reductions.

23

24 Q- What did Staff do regarding "not used and useful" and "unidentified plant"'?

25 A. Staff took a conservative, logical approach rather than treating the items as retirements

26 and removing the full originzd cost from Accumulated Depreciation.
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1 Q-

2

Given the questions surrounding these "not used and useful" and "unidentif ied"

plant items, was Staff's decision improper as asserted by the Company?

3 A.

4

No. The only reason to remove the full original cost of such an item from Accumulated

Depreciation is if it was a retirement. The Company did not demonstrate that the items

5 were retirements .

6

7

8

9

10

11

The "not used and useful" plant could be use Ml at a iilture date and there was no clarity

about the nature of the "unidentified plant." Staff did not feel justified treating these plant

items as retirements. Staff therefore removed only the amount of Depreciation that would

have accumulated through the end of the Test Year. This is the logical and appropriate

treatment for situations where the dispensation or nature of an asset is not certain.

12

13 Q.

14

How does the rate base treatment of these plant reductions as proposed by the

Company differ from Staffs treatment in calculating Accumulated Depreciation?

15 A.

16

17

18

19

The Company's proposed treatment would remove an equal amount of dollars from both

plant and Accumulated Depreciation. If equal amounts are removed from both areas, the

net result would be no impact to the rate base. However, if  a lesser amount of

Accumulated Depreciation were removed than the entire original cost of the asset, as Staff

did, the net result would be a reduction to the rate base.

20

21 Q-

22

Should the Company receive the treatment it proposes for "not used and useful" and

"unidentified" plant"

23 A. No. For the reasons stated previously in this testimony, Staff does not believe that

24

25

26

information surrounding the plant items supports the Company's contention that those

plant items were retirements. Retirement is the only way the full, original cost of the asset

should be removed from Accumulated Depreciation.
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1 Q- Do you have any additional comments regarding the treatment of these plant

2 amounts"

3 A. Yes. "treatment"

4

5

6

7

The Company proposes an Accumulated Depreciation which is

beneficial to it, even though it did not justify those plant amounts for inclusion in the rate

base. When the original application was tiled, it was a benefit to the Company for these

items to be classified as plant in service. Now that the items are being excluded from rate

base, it is beneficial for the Company to claim the same items are retirements.

8

9 Q. What is the net result?

10 A.

11

12

The treatment it proposes would provide the Company a benefit on plant that was found to

be inappropriately included in its proposed rate base. This is inconsistent with the purpose

of a disallowance. The Company should not reap a benefit due to its improper

13 recordkeeping.

14

15 Q~ Does this conclude your surrebuttal testimony regarding accumulated depreciation

16 adjustments"

17 A. Yes, it does.
1

\
v
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EXECUTIVE SUMMARY

The direct testimony of Staff witness Mr. Joel M. Raker addresses the following issues :

Capital Structure -. Staff recommends the Commission adopt a capital structure consisting of
61.2 percent long-term debt and 38.8 percent equity.

Cost of Debt - Staff recommends the Commission adopt a 4.6 percent cost of long-term debt.

Cost of Equity .- Staff recommends the Commission adopt a 9.7 percent return on equity
("ROE"). Staff bases its ROE recommendation on its discounted cash flow ("DCF") and
capital asset pricing model ("CAPM") analyses. Staffs recommended ROE range is 7.7
percent to 11.1 percent.

Overall Rate of Return - Staff recommends the Commission adopt an overall rate of return
("ROR") of 6.6 percent. Staffs ROR recommendation results in a pre-tax interest coverage
ratio of 3.2. This represents a fair and reasonable rate of return on Arizona-American's rate
base and is evidence that the Company will maintain financial integrity.

Comment on the Direct Testimony of Company Witness Thomas M. Zepp -  T h e
Commission should reject Dr. Zepp's recommendations and proposed 11.5 percent ROE for
the following reasons:

1.

4
There are several problems associated with Dr. Zepp's DCF estimates
including, sample selection, inappropriate calculation of the expected
dividend yield, mismatching, exclusive reliance on analysts' forecasts, and
failure to consider dividends per share growth.

2. Dr. Zepp's internal rate of return analysis is unnecessary and greatly
increases estimation error in cost of equity calculation.

3. Dr. Zepp's "risk premium" analysis should be red ected because (1) it relies
on analysts' forecasts of Euture interest rates, (2) it is based on a general
rule of thumb rather than theory developed in the financial literature, and
(3) the yield to maturity on corporate bonds cannot be meaningfully
compared to the cost of equity.

4. Dr. Zepp's CAPM should be rejected because he has not provided
evidence that the zero beta version can be appropriately applied to a
CAPM that uses intermediate-term Treasuries and betas that are adjusted
toads 1.0.

3. Dr. Zepp's testimony on the Baa corporate bond rate is not relevant.
Actual Baa corporate bond rates are indicative of the currently low cost of
capital.

5. Dr. Zepp's recommendation regarding the earnings determination is
confiscatory when the fair value rate base ("FVRB") is less than the
original cost rate base ("OCRB") and results in windfall gains when the
FVRB is greater than the OCRB.
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1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3 A.

4

5

My name is Joel M. Reiter. I am a Senior Regulatory Analyst employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff').

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as a Senior Regulatory Analyst.

8 A.

9

10

11

In my capacity as a Senior Regulatory Analyst, I provide recommendations to the

Commission on mergers, acquisitions, financings, and sales of assets. I also perform

studies to estimate the cost of capital for utilities that are seeking rate relief, and I

occasionally act as arbitrator in disputes brought before the Utilities Division.

.*°
44 12
Q.

13 Q- Please describe your educational background and professional experience.

14 A.

15

16

17

18

19

In 1998, I graduated cum laude from Arizona State University, receiving a Bachelor of

Science degree in Global Business with a specialization in finance. My course of studies

included classes in corporate and international finance, investments, accounting, statlstlcs,

and economics. I began employment as a Staff rate analyst in 1999. Since that time, I

have attended various seminars and classes on general regulatory and business issues,

including the cost of capital and the use of energy derivatives.

20

21 Q, What is the scope of your testimony in this case?

22 A.

23

provide Staff' s recommended rate of return in this case. I address the appropriate capital

structure, as well as the appropriate costs of debt and equity for establishing the revenue

for Arizona-American Water or24 Company ("AIizona-American"

25

requirement

"Company') .
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1

2 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

3 Q- Briefly summarize how Staffs cost of capital testimony is organized.

4 A.

5

6

7

Staffs cost of capital testimony is organized into six sections. Section I discusses the

Company's capital structure. Section H discusses Arizona-Arnerican's cost of debt.

Section HI discusses risk and presents the Endings of Staff s cost of equity capital analysis

that use the discounted cash flow ("DCF") model and the capital asset pricing model

8

Arizona-American.

Section W presents Staffs recommended return on equity ("ROE") for

of  return ("ROR")9

10 recommendation.

Section V presents Staf fs overall rate

Finally, Staffs comments on the Company's proposed ROE are

11 presented in section VI.

12

13 Q- Have you prepared any exhibits to your testimony?

14 A.

15

Yes. I prepared twenty schedules (JIVIR-1 to JMR-20) that support Staffs cost of capital

analysis.

16

17 Q- Please summarize Staffs ROR recommendations.

18 A. Staff' s ROR recommendation is summarized in the following table:

19

20 Table 1

Cost
Weighted

Cost

Long-term Debt
Common Equity

Weight

61 .2%
38 . 8%

4.6%
9.7%

Cost of Capital/ROR

2.8%
3.8%

6.6%

21

22
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1. ARIZONA-AMERICANS CAPITAL STRUCTURE

What is Staff's recommended capital structure?Q-

3 A. Staff recommends the following capital structure:

4

5 Table 2

Capital Source Percentage

Long-term Debt
Common Equity

a
I

61.2%
38.8%

100.0%

6

Q- Is this the same capital structure proposed by the Company?

A. No, it is not. The Company proposes the following capital structure in its application:

7

8

9 Table 3
,/

I, Capital Source
Long-term Debt
Common Equity

Percentage
59.9%
40.1%
100.0%

10

11

12 Q- How does Staffs proposed capital structure differ from the Company's proposed

capital structure?13

14 A.

15

16

17

18

19

The Company's proposed capital structure reflects the mix of debt and equity used to

Finance the acquisition of Citizens Communications' ("Citizens") water and wastewater

assets by Arizona-American (See the direct testimony of Company witness David P.

Stephenson. Section V.), which consisted of approximately 60 percent debt and 40

percent equity; Staffs recommended capital structure is Arizona~American's actual

capital structure as of December 31, 2002. Staffs recommended capital structure is
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1

2

appropriate because the capital structure of a company, rather than the financing mix of an

individual prob act, is more appropriate to estimate the cost of capital to that company.

3

4 II. THE COST OF DEBT

Q, What is Staffs recommended cost of debt?5

6 A. Staff recommends a 4.61 percent cost of 1ong~term debt.

Q, What is the Company's proposed cost of debt?

A. The Company proposes a 5.07 percent cost of debt.

7

8

9

10

11

12

Q. How does Staffs recommended cost of debt differ from the Company's proposed

t

I,

13

14

15

16

A.

cost of debt?

The Company's proposed cost of debt reflects a five-year note to American Water Works

Capital Corporation ("AWCC"), and industrial development revenue bonds ("IDRB")

which were assumed from Citizens. The Company's proposed cost of debt reflects the

debt instruments used to Finance the acquisition of Citizens' water and wastewater assets,

and not its actual cost of debt.17

18

19

20

21

22

Staff" s recommended cost of debt includes the note to AWCC, the IDRBs, and the rest of

Arizona-American's long-term notes. Staffs cost of debt reflects Arizona-American's

company-wide cost of debt, and is therefore the appropriate cost of debt to estimate its

cost of capital. Staffs recommended cost of debt is shown in Schedule JMR-2.

23

24

25
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1 111. THE COST OF EQUITY

2

3

Comment on Capital Costs inGeneral

What has been the general trend of capital costs in recent years?Q-

4 A. Chart 1 graphs intermediate-term U.S.

5

Interest rates have declined in recent years.

Treasury rates from June 1998 to May 2003 .

6
Ehart 1: Averagye Yield an 5-,, 4 a 1G>Year Tzeaszzries

7

8
13%-

9
58,6 -

10

11
583,-

12
/2
{ .
E: .

13
I I

14

395,

Jasn-919 41.4429 J3w-91 5183-91 Jan-¥352 . 1 9 2 . a m - 4 3

1 5

1 6

The following graph puts interest rates and capital costs in general, into historical

perspective. Interest rates have declined significantly in doe past twenty years and are

1 7 currently at their lowest level since the 1950's.

1 8 Clhasrt  2:  H ': i -shorty  i f  54 Bind? 'ID4YE~3! ' Y i w e i d s

1 9 2 0 %  -

20

21

22

1 8 %
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4 %23
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2

3

According to the capital asset pricing model, the cost of equity moves in the same

direction as interest rates. Chart 2 suggests that capital costs, including the cost of equity,

are lower than they have been in decades.

4

5 Q- What have historical returns been for average risk securities?

6 A.

7

8

Wharton School finance professor Jeremy Siegel published his findings that the average

compound and arithmetic annual returns on U.S. equities have been 8.3 percent and 9.7

percent, respectively, using 199 years of data from 1802 through 2001 .1

9

10

11

44

%

\

12

13

14

15

16

One should keep in mind that the above returns are actual returns, not expected returns.

However, any request for an allowed ROE at or above 10.0 percent exceeds the compound

and arithmetic average historical return on U.S. equities for the period mentioned above.

The risk of a regulated water utility, as measured by the capital asset pricing model beta, is

significantly below the theoretical average beta of 1.0. I discuss the average beta (.59) of

the water utility industry later. Therefore, the required return on an investment in the

water utility industry is significantly below the average required return on the market.

17

18

19

Capital Structure and Risk

Q- How is risk defined?

20 A.

21

22

Risk is defined in modern portfolio theory as the sensitivity of an investment's returns to

market returns. The most prevalent measure of risk is "beta." Beta is the measurement of

an investment's market risk, and it reflects both the business risk and financial risk of a

firm?23

1 Siegel, Jeremy J. Stoclcsfor the LongRun, third edition. McGraw-Hill, New York. 2002. p. 13.
z Brealey, Richard, A. Stewart Myers. Principles of Corporate Finance. McGraw-Hi11, New York. 1988. p. 134.
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1

2

3

4

5

6

7

8

Unique risk, or microeconomic risk, is risk that can be eliminated by portfolio

diversification, i.e. buying securities in portfolios. Unique risk is not measured by beta

nor does it factor into the cost of equity because it can be eliminated through simple

shareholder diversification. Unique risks are peculiar to an individual company or

investment project. Investors who hold diversified portfolios do not worry about unique

risk, therefore, it does not affect the cost of capital. Additionally, investors who choose to

be less than fully diversified will not expect to be compensated for unique risk.3

9

10 Q- What is market risk?

11 A.

12

Market risk, also known as systematic risk, is the risk related to economy-wide perils that

threaten all businesses such as changes in interest rates, inflation, and general business
I

13 cycles. Market risk cannot be avoided regardless of how diversified a portfolio is. Market

14 risk is the only risk that affects the cost of equity. Market risk includes business risk and

financial risk.15

16

17 Q- Please distinguish between business risk and financial risk.

18 A. Business risk is the risk associated with the fluctuation in earnings due to the basic nature

19

20

of a firm's business. Financial risk is the risk to shareholders caused by a flrrn's reliance

on debt financing. Both business risk and financial risk affect the cost of capital.

21

22 Q- What is the relationship between the capital structure and financial risk?

23 A. A greater percentage of debt in a capital structure results in a higher level of financial risk

24

3 Harrington, Diana R. Modem Portfolio Theory, the Capital Asset Pricing Model, and Arbitrage Pricing Theory: A
User's Guide. Prentice-Hall, Inc., Englewood Cliffs, New Jersey. 1987. p. 16.
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1 Q~

2

How does Arizona-An1erican's capital structure compare to capital structures of

publicly traded water companies?

3 A.

4

5

6

Arizona-American's capital structure has a greater percentage of debt than the average

capital structure of publicly traded water companies, therefore, Arizona-American has a

higher level of financial risk. Schedule JMR-1 shows the capital structures of six publicly

traded water companies ("sample water companies") as of 2002, as well asArizona-

American's capital structure. As of December 2002, the sample water companies were

capitalized with approximately 50 percent equity while Arizona-American's capital

structure consisted of approximately 39 percent equity.

7

8

9

10

Q~

E
I

11

12 A.

How does a higher level of financial risk affect a firm's cost of equity?

A higher level of financial risk results in a higher cost of equity.

Define the term "cost of equity."

A. A irnl's cost of equity is that rate of return that investors expect to am on their equity

investment given the risk of the firm. An investor's expected return is equally defined as

the return on equity that they expect on other investments of similar risk.

Fair and Reasonable Return on Equity

Q-

13

14

15

16

17

18

19

20 Q- What models did Staff use to estimate Arizona-American's cost of equity?

21 A.

22

23

Staff used two market-based models: the discounted cash flow ("DCF") model and the

capital asset pricing model ("CAPM"). Staff applied these two models to publicly traded

stocks to estimate Arizona-American's cost of equity.

24

25 Q. Did Staff apply the DCF model and the CAPM to Arizona-American directly?
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A.

2

3

4

5

6

No, Staff did not apply the models directly to Arizona-American because it does not have

publicly traded stock and therefore lacks the information necessary to apply the market-

based models. Staff used a sample of publicly traded water companies as a proxy. In

addition to examining the sample water companies, Staff conducted an analysis of the cost

of equity to a sample of publicly traded gas distribution companies ("sample gas

companies"). Because the sample gas companies are rislder than the sample water

companies, one can expect diem to have a higher cost of equity on average. Therefore,

Staffs estimate of the cost of equity to the sample gas companies requires a downward

aayustment to be relied upon in this proceeding.

Q~ What companies did Staff select as proxies or comparables for Arizona-American?

7

8

9

10

11

12 A. Staff selected the six publicly traded water companies shown in Schedule JMR-1. These

companies represent all of the water companies currently followed by The Value Line

Investment Survey ("Value Line") and The Value Line Investment Survey Small and Mid

Cap Edition ("Value Line Small Cap") who have a significant percentage of revenues

derived from regulated water utility operations. These companies include: American

States Water, California Water, Connecticut Water Services, Middlesex Water,

Philadelphia Suburban, and SJW Corp.

13

14

15

16

17

18

19

20 Discounted Cash Flow Model Analysis

21 Q-

22

Please provide a brief summary of the theory upon which the DCF method of

estimating the cost of equity is based.

23

24

A. The DCF method of estimating the cost of equity is based upon the theory that the market

price of a stock is equal to the present value of all expected future dividends. Through a

mathematical restatement, the discount rate, or cost of capital, can be derived Hom the25

.
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1

2

3

expected dividends, the stock price, and a dividend growth rate. The fionnula is generally

applied to a sample of companies that exhibit similar risk to the company in question and

the resulting estimates for the discount rates (or costs of equity) are then averaged.

4

5

6

7

8

Use of the DCF method for estimating the cost of equity capital to a public utility was

pioneered by Professor Myron Gordon in the l960's, and it has become the most widely

used model. In 1998, Professor Gordon said the following about the simplicity of his

model when he gave the keynote Address at the 30"' Financial Forum of the Society of

Utility and Regulatory Financial Analysts:9

10

11

12

13

14

15

16

17

18

On its simplicity, the model made it extremely difficult, if not
impossible, for a banker Hom Goldman Sachs or some other Wall
Street firm, or for a finance professor Dior a prestige university to
use the authority of his/her position to make extravagant claims
before a regulatory agency. An independent expert or a member of
a commission staff with far less impressive credentials could
politely, f irmly and effectively def late any bombast in their
testimony.4

19

20 Q- How did Staff apply the DCF Model?

21 A.

22

23

24

Staff applied the DCF model using two different approaches. Staffs first approach used

the constant-growth DCF model. Staffs second approach was to use a non-constant

growth, or multi-stage DCF. The advantage of the multi-stage DCF is that it does not

assume that dividends grow at a constant rate over time.

25

26

4 Gordon, M. J. Keynote Address at the 30"' Financial Forum of the Society of Utility and Regulatory Financial
Analysts. May 8, 1998. Transparency 2.

J
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1 The Constant-Growth DCF

2 Q- What is the constant-growth DCF formula used in Staffs analysis?

3

4

A. The constant-growth DCF formula used inStaff s analysis is:

Equation 1:

K D 1+8
13,

i
n

where : K

D J

13,

g

the cost of equity

the expected annual dividend

the current stock price

the expected infinite annual growth rate of dividends

5

6 The constant-growth DCF model shown in Equation 1 assumes that a company has a
\

7 constant payout ratio and that its earnings are expected to grow at a constant rate. Thus, if

8 a stock has a market price of $10 per share, an expected annual dividend of $1 per share,

9 and if its dividends were expected to grow 3 percent per year, then the cost of equity for

10 the company would be 13.0 percent (the 10 percent dividend yield plus the growth rate of

11 3 percent per year).

12

13 Q- How did Staff calculate the dividend yield component (D1/P0) of the constant-growth

14 DCF formula?

15

16

A.

17

Staff calculated the yield component of the DCF formula by dividing the expected annual

dividend by the spot stock price after the close of the market on May 6, 2003, as reported

by Yahoo Finance.
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1

2

3

4

Staff used the spot stock price because it reflects all publicly available information.

According to die efficient makers hypothesis, the current stock price includes investors'

expectations of future returns and is the best indicator of these expectations.

How did Staff estimate the dividend growth (g) component of the DCF model?

5

6 Q.

7. A.
8.

9

10

11

Because the DCF model is predicated on dividend growth, Staff examined historical and

projected growth in dividends per share ("DPS"). Staff also examined growth in earnings

per share ("EPS") as well as intrinsic growth.

Q. How did Staff estimate DPS growth?

A.
Rx

12

13

14

Staff estimated DPS growth by calculating the average rate of growth in dividends per

share of the sample water companies for the period 1992 to 2002. The results of the

analysis are shown in Schedule JIWR-3. Staffs analysis indicates an average historical

DPS growth rate of 2.5 percent for the sample water companies.15

16

Q- What DPS growth rate does Value Line project for the sample water companies?17

18

19

20

A. Value Line prob acts an average DPS growth rate of 2.9 percent over the next five years for

the sample water companies it follows, as shown in Schedule Jl\£R.-3. This average rate is

higher than the 10-year average historical rate that Staff calculated.

21

22 Q-

23

Why did Staff examine EPS growth to estimate the dividend growth component of

the constant-growth DCF model?

24 A.

25

Staff examined EPS growth because dividend growth does not occur independently of

earnings. It would be virtually impossible for dividend growth to exceed earnings growth
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2

3

over the long run, as it would ultimately lead to payout ratios in excess of 100 percent,

which simply are not sustainable. Therefore, Staff considered historical growth in EPS in

estimating dividend growth.

4

5 Q. What is Staffs historical EPS growth rate?

6 A.

7

8

Schedule JMR-3 shows the average historical rate of growth in EPS for the sample water

companies. Staffs average historical EPS growth rate is 3.2 percent for the sample water

companies.

9

10 Q- What EPS growth rate did Value Line project for the sample water companies it

11 follows?

12 A.

13

14

15

16

Schedule Jl\'LR-3 shows the average of the projected EPS growth rates to be 8.7 percent,

higher than the 10-year historical EPS growth rate. One should note that analysts'

projections of future earnings are generally high,5 and vary widely depending on the

source. For example, as of May 2003, Zacks Investment Research projected an average

five-year earnings growth rate of 5.35 percent for the sample water companies.

17

18 Q- What is retention growth?

19 A.

20

21

22

Retention growth is simply the product of the percentage of earnings retained by the

company ("retention ratio") and the book/accounting return on equity. This concept is

based upon the theory that dividend growth can only be achieved if a company retains and

reinvests a portion of its earnings in itself to earn a return.

5 See Seidel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York p. 100. Malldel, Burton G. 4
Random Walk Down Wall Street. 1999. W.W. Norton & Co. New York. p. 169. Dre ran, David. Contrarian
Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Testimony of
Professors Myron J. Gordon and Lawrence I. Gould consultant to the Trial Staff (Common Cmiel Bureau), FCC
Docket 79-63, p. 95.
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1

2 Q- What is the formula for the retention growth rate?

3 A. The retention growth rate formula is:

4

Equation 2 :

g = b r

where : g
b
r

retention growth

the retention ratio (1 - dividend payout ratio)

the accounting return on common equity

5

6 Q~ What retention (be) growth rate did Staff calculate for the sample water companies?

7 A.

8

Staff calculated an average retention (be) growth rate of 3.1 percent for the sample water

companies, as shown on Schedule JMR-4. Staff calculated the rate by multiplying the

accounting return on equity (I) by the retention ratio (b) for the years 1993 through 2002,

and then averaging the results.

9

10

11

12 Q- Under what circumstances is the br growth rate method a reasonable estimate of

future dividend growth?13

14 A.

15

16

17

18

19

The Br growth rate is a reasonable estimate of future dividend growth if the retention ratio

is fairly constant and if the market price to book value ("market-to-book") ratio is

expected to equal 1.0. The retention ratio for the sample water companies used in Staffs

analysis has remained relatively stable over the past several years. However, the average

market-to-book ratio of the sample water companies is 2.2. (See Schedule JMR-6.) Staff

assumes that investors expect the market-to-book ratio to remain above 1.0.

20

21 Q- What is the financial implication of a market-to-book ratio greater than 1.0?
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1 A.

2

The implication is that investors expect the sample water companies to earn

book/accounting returns on equity greater than the companies' costs of equity.

3

4 Q-

5

How has Staff accounted for the assumption that' investors expect the average

market-to-book ratio of the sample water companies to remain above 1.0?

6 A.

7

8

Staff accounted for the assumption that investors expect the average market-to-book ratio

of the sample water companies to remain above 1.0 by adding a second growth term to its

be growth rate to arrive at the intrinsic growth rate.

9

10 Q, What is the second growth term Staff used to account for the assumption that

11 investors expect the average market-to-book ratio of the sample water companies to

remain above 1.0?12
\.

13 A.

14

15

16

The second growth term, derived by Myron Gordon in his book, the Cost of Capital to a

Public Utilize, is found by multiplying a variable, v by another variable, s. Staff will refer

to the product of v and s as the vs, or stock financing growth term. The vs growth term

represents the company's dividend growth through the sale of stock.

17

18 Q- What does the variable v represent and how is it calculated?

19 A.

20

The variable v represents the fraction of the funds raised Horn common stock sales that

accrues to existing shareholders. It is calculated as follows:

21
Equation 3 :

v I
book value

market value

6 Gordon, Myron J. The Cost of Capital to a Public Utility. MSU Public Udlides Studies, Michigan, 1974. pp 31-35.
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1

2

For example, if a share of stock with a $10 book value is selling for $13, the v tern would

equal .23 (calculated as l-[$l0/$l3]). Schedule Jlv[R-4 shows Staffs calculation of v for

each of the sample water companies.3

4

Q, What does the variable s represent and how is it calculated?5

6 A. The variable s represents the expected rate of increase in common equity from stock sales.

For example, if a company has $100 in equity and it sells $10 of stock then s would equal

10 percent ($l0/$100). Staff used historical accounting data to calculate an average s

value for the sample water companies of 2.9 percent.

7

8

9

10

11 Q- How does the vs term work?

12 A.

13

14

15

16

17

18

19

to

21

When a utility is expected to earn a book/accounting return equal to its cost of equity then

its market price will equal its book value and v will be equal to 0.0 (calculated as l-

($l0/$l0)). If a utility is expected to earn more than its cost of equity then its market-to-

book ratio will be greater than 1.0. If the market-to-book ratio is greater than 1.0 and V is

positive when new shares are sold, then the book value per share of outstanding stock is

less than the per share contributions of new shareholders. The per-share contribution in

excess of book value per share accrues to the old shareholders in the form of a higher book

value. The resulting higher book value leads to higher expected earnings and dividends.

Thus, the growth term in the basic DCF model should include the vs growth term when

the market-to-book ratio is not expected to equal 1.0.

22

23 Q- Sllouldn't utilities' market-to-book ratios fall to 1.0 if their authorized ROEs are set

24 equal to their costs of equity?
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1 A.

2

In theory, yes. Utilities' market-to-book ratios should fall to 1.0, in theory, malting the vs

term unnecessary. Setting the authorized return on equity for a utility equal to its cost of

3 equity should eventually force the utility's market pnlce down to equal its book value. In

4

5

6

7

8

9

10

principle, then, the vs term is unnecessary in the long run. In reality, rate orders do not

force market-to-book ratios to 1.0 for a variety of reasons. For example, regulatory

commissions do not issue orders simultaneously for multijurisdictional utilities, and a

company may have earnings that are unregulated. Therefore, Staff included the vs growth

term in its DCF analysis, even though the resulting growth rate estimate might be too high.

Staffs resulting estimates are too high to the extent that investors expect the sample's

average market-to-book ratio to fall to 1.0 because of falling authorized ROEs.

11

12 Q- What is Staffs intrinsic growth rate and how was it calculated?
i" in

13 A. Staffs intnlnsic growth rate is 4.8 percent for the sample water companies. It was

14

15

calculated by averaging the sum of Staffs be and vs growth rates for each of the sample

water companies. (See Schedule ]l\¢IR-4.)

16

17 Q- Did Staff consider Value Line forecasts to estimate intrinsic growth?

18 A. Yes. Staff considered Value Line's b and r projections to calculate projected intrinsic

19

20

21

growth rates for the sample water companies. The average intrinsic growth rate calculated

under this approach is 7.8 percent. Schedule JMR-4 shows Staffs calculations of intrinsic

growth based on ValueLine's projections.

22

23 Q- What is Staff's expected infinite annual growth rate in dividends?
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1 A. Schedule JMR-5 shows Staffs calculation of expected dividend growth. Staffs expected

annual dividend growth rate is also shown in the following table:2

3

4 Table 4

g
3.2%
8.7%
2.5%
2.9%
4.8%
7.8%

Growth Rate
10-Year EPS Growth
Proj acted EPS Growth
10-Year DPS Growth
Projected DPS Growth.
10-Year Intrinsic Growth
Projected Intrinsic Growth
Average 4.98%

Q~ What is the result of Staffs constant-growth DCF analysis?

5

6

7 A. Schedule .HNIR-8 shows the result of Staffs constant-growth DCF analysis.

constant-growth DCF cost of equity estimate is also shown below:

Staff' S

8

9

10 Table 5

D1/P0 + 8
3.47% + 4.98%

k

8.5%

11 The Multi-Stage DCF

12 Q- What is the multi-stage DCF formula?

13 A. The multi-stage DCF formula is shown in the following equation:
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1

Equation 4 :

P0 i +
1

(1+K)a'=1

Dr
(1 + Ky

Dn(1-l-gn)
K - g n

]"

Where :

Dr
K

n

D"

gr

1% current stock price

dividends expected during stagel

co st of equity

years of non - constant growth

dividend exp ected in year n

constant rate of growth expected after year n

2

3
t.

4

5

6

The multi-stage DCF model shown above incorporates at least two growth rates. It

assumes that investors expect a certain rate of non-constant dividend growth in the near

term known as "stage-1 growth", as well as a longer-term constant rate of growth known

as "stage-2 growth."

Q- How did Staff implement the multi-stage DCF model?

7

8

9

10

A.

11

Staff forecasted a stream of dividends andfound the cost of equity that equates the present

value of the stream to the current stock price for each of the sample water companies,

consistent with Equation 4.

12

13 Q- How did Staff calculate stage-1 growth?
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1 A.

2

3

4

5

6

Staff forecasted dividends five years out for each of the sample water companies followed

by Value Line using Value Line's estimate of the projected dividend for the next twelve

months and the Eve-year projected DPS growth rate. For the sample water companies

followed by Value Line Small Cap, Staff forecasted the dividends expected over the next

twelve months, and forecasted dividends five years out using the average projected DPS

growth rate.

Q- How did Staff estimate stage-2 growth?

7

8

9

10

11

A.

12

For stage-2 growth, or constant growth, Staff used the rate of growth in gross domestic

product ("GDP") Nom 1929 to 2002, which is 6.5 percent. Historical growth in GDP is

appropriate because it ultimately assumes that the water utility industry will neither grow

faster, nor slower, than the overall economy.

13

Q. What is the result of Staffs multi-stage DCF analysis?14

15

16

A. Schedule JIVIR-7 shows the result of Staff"s multi-stage DCF analysis. The average of

Staff' s multi-stage DCF estimates is 9.6 percent.
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1

2

3

Capital Asset Pricing Model

Q, Please describe the capital asset pricing model.

4

5

6

7

8

9

A. The CAPM is the best-known model of risk and return.7 The CAPM is the work of Nobel

prize-winning economists and provides a method to estimate the risk and expected return

on a risky asset. The model concludes that the expected return on a risky asset is equal to

the sum of the prevailing risk-&ee interest rate and the market risk premium adjusted for

the risldness of the investment relative to the market. The critical assumptions of the

CAPM can be summed up in the following quote iron the book, t71e Stock Market:

Theories and Evidence:810

11

12

13

14

15

16

17

18

19

The [CAPM] model presents a simple and intuitively appealing
picture of financial markets. All investors hold efficient portfolios
and all such portfolios move in perfect lockstep with the market.
Portfolios differ only M their sensitivity to the market. Prices of all
risky assets adjust so that their returns are appropriate, in terms of
the model, to their risldness. This risldness is measured by a
simple statistic, beta, which indicates the sensitivity of the asset to
market movements.

20

21

22

According to a 2001 study published inthe Journal of Financial Economics, among CFOs

the CAPM is by far the most popular method of estimating the cost of equity.9

23

24 Q- What is the CAPM formula?

7 Brealey, Richard, Stewart C. Myers. Principles of Corporate Finance. 1988. McGraw-Hill. New York. p. 165.
s Lorie, James, Mary T. Hamilton. I71eStock Market: Theories and Evidence. Richard D. Irwin, Inc. Homewood,
Illinois. 1973. P- 202.
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1 A. The CAPM formula is shown in the following equation:

Equation 5

K R,+p(Rm -R/)

where : Rf

R m

5
Rm "Rf

risk &ee rate

return on market

beta

market risk premium

2

3 Q- How was the CAPM implemented to estimate Arizona-Ameriean's cost of equity?

4 A. Staff implemented the CAPM on the same sample water companies to which it applied the

DCF model.5
~»?'4~

I"

\ .

K 6

7 Q- What risk-free rate of interest did Staff estimate?

8 A.

9

10

11

12

13

Staff estimated the risk-free rate to be 3.3 percent. The estimate is based upon an average

of intermediate-term U.S. Treasury securities' spot rates published in The Wall Street

Journal. Published rates, as determined by the capital markets, are objective, verifiable,

and readily available, as opposed to rates published by a forecasting service which are not

necessarily objective, and are certainly not necessarily veNtiable or readily available.

Staff averaged the yields-to-maturity of three intermediate-termlo (five-, seven-, and ten-

9 Graham, John R., Campbel R. Harvey. "The Theory and Practice of Corporate Finance: Evidence from the Field."
Journal of FinanciaI Economics. 60 (2001) pp. 187-243.
10 The use of intermediate-tenn securities is based on the theoretical specification that the time to maturity
approximates the investor's holding period, and assumes that most investors consider the intermediate time frame (5-
10 years) a more appropriate investment horizon. See Reilly, Frank K., and Keith C. Brown. Investment Analvsis
and Portfolio Management. 2003. South-Westem. Mason, OH. pp. 438 - 439.
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1

2

year) U.S. Treasury securities quoted in the May 7, 2003, edition of The Wall Street

Journal. Intermediate-term rates averaged 3.3 percent."

3

4 Q- What beta (B) did Staff use?

5 A.

6

7

Staff used the average of the Value Line betas for the six sample water companies in its

analysis as a proxy for Arizona-American's beta. Column 'F' of Schedule JMR-6 shows

that the average ValueLine beta is .59 for the sample water companies.

8

9 Q~ Please describe the expected market risk premium (Rm - Rf)-

10 A.

11

The expected market risk premium is the amount of additional return that investors expect

Hom investing in the market (or an average-risk security) over the risk-tree asset.
g

(

i 12

13 Q- What is Staff's range of market risk premium estimates?

14 A. Staffs range of estimates for the market risk premium is 7.4 percent to 13.1 percent.

15

16 Q, How did you calculate your market risk premium range?

17 A.

18

Two approaches were used. The first approach is an estimate of the historical market risk

premium. The second approach is an estimate of the current market risk premium.

19

20 Q-

21

Please describe Staff's first approach to estimating the market risk premium:

estimating the historical market risk premium.

11 Average yield on 5-, 7-, and 10-year Treasury notes according to the May 7, 2003, edition of the Wall Street
Journal: 2.74%, 3.38%, and 3.80%, respectively.
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1 A.

2

3

4

For the first approach, Staff assumed that the average historical market risk premium is a

reasonable estimate of the expected market risk premium. If one consistently uses the

long-run average market risk premium to estimate the expected market risk premium, one

should, on average, be correct.

5

6

7

8

Staff used the historical intermediate-term market risk premium published in Ibbotson

Associates' Stocks, Bonds, Bills and Inflation 2003 Yearbook for the 77-year period from

1926 to 2002. Ibbotson Associates' calculation is the arithmetic average difference

9 between S&P 500 returns and intermediate-tenn government bond income returns. The

10

11

12

77-year period is used to eliminate shorter-term biases while at the same time including

unexpected past events including business cycles. Staffs market risk premium estimate

using this approach is 7.4 percent.

13

14 Q- Please describe the second approach to estimating the market risk premium:

15 estimating the current market risk premium.

16 A.

17

18

19

20

21

22

Staff's second approach essentially boils down to inserting a DCF-derived ROE into the

CAPM equation, along with a beta and long-term risk-tiee rate, and solving the CAPM

equation for the implied market risk premium. Value Line projects the expected dividend

yield (next 12 months) and growth for all dividend-paying stocks under its review.

According to the May 2, 2003, edition of Value Line, die expected dividend yield is 2.1

percent and the expected annual growth in share price is 15.83 percent.'2 Therefore, the

constant-growth DCF estimate of the cost of equity to all dividend-paying stocks followed

12 3 to 5 year price appreciation potential is 80%. 1.80*' - 1 : 15.83%
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1

2

by Value Line is 17.9 percent. Using a beta of 1.00 and the current long-term risk-Nee

rate of 4.76 percent, the implied current market risk premium is 13.1 percent.13

3

4 Q- What are the results of Staff's CAPM analysis?

5 A.

6

Schedule JMR-8 shows the results of Staffs CAPM analysis. Staffs CAPM cost of

equity estimates are also shown in the following table:

7 Table 6

CAPM
Resulting Cost of
Equity Estimate

Historical Market Risk Premium

Current Market Risk Premium

Average i

7.7

11.1

9.4

8

9

10

Iv. FINAL COST OF EQUITY ESTIMATES FOR ARIZONA-AMERICAN

Please summarize the results of Staff's cost of equity analysis.Q-

11 A. The following table shows the results of Staff' s cost of equity analysis :

12

13 Table 7

EstimateMethod
Constant Growth DCF
Multi-Stage DCF

Average DCF Estimate
Historical MRP CAPM
Current MRP CAPM

Average CAPM EstiMate
Average

8.5%
9.6%
9.0%
7.7%
11.1%
9.4%
9.2%

13 17.9% = 4.76% + 1.00 x (current market risk premium), 13.1% = current market risk premium.
A long-term raters used here because the constant-growth DCF model does not assume a holding period other than

infinity, which is a very long time. Therefore, a long-tenn risk-free rate is used for consistency.
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1

2

3

4

Based on the results shown in Table 7, Staff would conclude that the cost of equity to the

water utility industry is somewhere in the range of 7.7 percent to 11.1 percent. The

average of Staff' s DCF and CAPM estimates are 9.0 percent and 9.4 percent, respectively.

5

6 Q- What are Staff's cost of equity estimates for the sample gas companies?

A. Staffs cost of equity analysis for the sample gas companies is shown on Schedules JIVIR-

13 through Jlv[R-19. The average of Staff' s DCF and CAPM estimates of the cost of

equity to the sample gas companies is 10.3 percent.

Q. Are the sample gas companies riskier than the sample water companies?

7

8

9

10

11

12

13

14

15

16

17

18

A. Yes. The average beta of the sample water companies is .59 (Schedule JMR-6). The

average beta of the sample gas companies is .69 (Schedule JMR-17). Based on Staff's

CAPM analysis, the cost of equity to the sample gas companies is approximately 100 basis

points higher than the cost of equity to the sample water companies based on the

difference in risk. Therefore, Staff's estimate of the cost of equity to the sample gas

companies would require a significant downward a¢#ustmerzt, in addition to a capital

structure adjustment (discussed later), in order to be applied to Arizona-American.
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1

2 Q, What is Staffs ROE recommendation for Arizona-American?

3 A.

4

5

6

7

8

9

Staff' s ROE recommendation for Arizona-American is 9.7 percent. This is 50 basis points

higher than the average of Staffs DCF and CAPM estimates of 9.2 percent. Staff is

recommending a ROE higher than its average estimate of 9.2 percent because Arizona-

American's capital strucMe reflects greater financial risk than that of the sample water

companies. The business risks associated with the nature of water utility operations have

been accounted for through Staffs selection of proxy companies. In the next section I

show that Staff s 50 basis point financial risk adjustment is appropriate.

10

11

I .
12 Q-

13

The Effect of Arizona-American's Capital Structure on its Cost of Equity

Is there an accepted formula by which the effect of Arizona-American's capital

structure on its cost of equity can be estimated?

14 A.

15

Yes. An estimate of the effect that a company's capital structure has on its cost of equity

can be calculated by adjusting beta to reflect an increase or decrease in leverage. The

16 Value Line betas for the sample water companies are "levered" betas they reflect

17 investors' perceptions of both the business risks and the financial risks of the inn. 111

18 other words, one portion of the Value Linebeta is related to the business risk of the inn

19 and one portion of the Value Line beta is related to the financial risk of that rum. We

20

21

already know the capital structures and beta for each of the sample water companies

followed by Value Line. Therefore, if we remove Horn each firm's beta that portion of

22 risk related to the use of debt, we can estimate what the arm's beta would be if it were

23 The

24

financed entirely wide equity capital. This is known as the "unlevered" beta."

following equation is used to estimate the unlevered beta for a Em:

14 Unlevered betas are discussed on page 38of Cost of Capital: 2002 Yearbook, published by Ibbotson Associates.
Pp. 37-38.
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1

Equation 6 :

I3'UL
pL

]+BD+EC(I-t)

Where :

BuL unlevered beta

HL = levered beta

BD = book debt

EC = equity capital

r tax rate

a
I

2

3 Q- Did Staff calculate unlevered betas for the sample water companies?

i 4 A. Yes. Schedule JmR-l0 shows how Staff calculated the unlevered beta for each of the

5

6

7

8

9

sample water companies. The following table shows that the average raw beta15 of the

sample water companies decreases from .36 to .22 with the removal of all risk related to

the use of debt. Therefore, a raw beta of .22 represents investors' perceptions of the

business risks associated with the sample companies. Additionally, .22 represents what

the sample companies' raw beta would be if they were financed entirely with equity.

10

15 Betas published byValueLine have been "adjusted" for their presumed long-term tendency to converge toward
1.0. The adjustment process pushes high betas down toward 1.0 and low betas up toward 1.0. For purposes of
calculating the capital structure adjustment to the cost of equity, Staff first '"unadjusted" theValueLine betas to arrive
at the "raw" beta, diem "readjusted" the raw beta consistent with the method used byValueLine. The ValueLine
adjustment formula is [(raw beta x 0.67) + 0.35].
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1 Table 7

Value Line
(levered) Raw

Beta
Unlevered
Raw BetaCompany

American States Water
California Water Service
Connecticut Water Service
Middlesex Water
Philadelphia Suburban
SJW Corp.
Average

.37

.37

.37

.30

.52

.22

.36

.22

.21

.24

.17

.30

.16

.22
r
|

2

3

4

Q- Is there a method by which the unlevered beta can be "relevered" using the capital

structure of Arizona-American to arrive at a beta that is more representative of

Arizona-American's financial risk?5

6 A.

7

8

9

10

11

Yes. On average, the capital structures of the sample water companies are not as

leveraged as Arizona-American, and reflect lower financial risk than Arizona-A1nerican's

capital structure in this proceeding. In order to calculate a beta that is more representative

of Arizona-American's financial risk, the unlevered beta discussed above can be relevered

using Arizona-American's capital structure. Schedule JaR-ll shows Staffs calculation

of the relevered beta. Staff has calculated the relevered raw beta to be .43. When

adjusted, the relevered raw beta becomes .64.12

13

Q- Can the relevered beta be used to estimate the effect of Arizona-American's capital

structure on its cost of equity?

14

15

16 A. Yes. Once the relevered beta has been determined, the CAPM can be used to estimate the

17

18

19

impact of the Company's capital structure on its cost of equity. Schedule JMR-12 shows

Staffs CAPM estimates of the cost of equity using the Value Line levered beta (lines 1 -

3) as well as the relevered beta of .64 (lines 6 -. 8). Column E of the same schedule shows
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1

2

3

4

5

the required capital structure adjustment to the cost of equity, this is the simple difference

between the cost of equity estimates derived from the Value Line levered beta and the

estimates derived from the relevered beta. On average, Arizona-American's cost of equity

is approximately 50 basis points higher than the cost of equity to the sample water

companies.

6

7 v. RATE OF RETURN RECOMMENDATION

8 Q- What is Staffs rate of return recommendation for Arizona-American?

9 A.

10

Staff recommends a ROR of 6.6 percent for Arizona-American, as shown in Schedule

JMR-9 and the following table:

11

12 Table 8

H Weighted
CostCost

Long-term Debt
Common Equity

Weight
61.2%
38.8%

4.6%
9.7%

2.8%
3.8%

Cost of Capital/ROR 6.6%

13

14 Financial Integrity

Will Staffs recommendation allow Arizona-American to maintain its financial15 Q-

16

17 A.

18

19

20

integrity?

Yes. Staffs ROR recommendation results in a pre-tax interest coverage ratio of 3.2,

calculated in column F of Schedule JMR-9. Interest coverage is one of the determinants

of a company's bond rating - a higher ratio of earnings to interest results in a higher bond

rating.'6 According to Standard & Poor's ("S&P") 2002 Corporate Ratings Criteria, the

16 Brealey, Richard, Stewart C.Myers. Princgvles of Corporate Finance. 1995. McGraw~Hi11. New York. p. 671.
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1

2

median interest coverage ratio for an 'A' rated U.S. electric utility (Staffs most available

proxy for a water company) is 3.4.17

3

4 VI. COMMENT ON THE DIRECT TESTIMONY OF COMPANY WITNESS THOMAS

5 M. ZEPP

6 Q- Please summarize Dr. Zepp's ROE recommendations, analyses, and estimates.

7 A.

8

9

10

11

I,
4

12
i

13

14

15

16

Dr. Zepp recommends an 11.5 percent ROE. He calculates DCF estimates for a sample of

water utilities and a sample of gas utilities. He also conducts three risk premium analyses

based on water utilities and gas utilities, as well as an internal rate of return ("IRR") and

CAPM to support his estimates. His range of equity cost estimates is 10.9 percent to 11.5

percent.18 He recommends adding 60 basis points to the ROE to account for Arizona-

American being more leveraged than the water utilities in his sample. Finally, he

recommends that the ROR be multiplied by the current value of the Company's property,

i.e., its fair value rate base ("FVR.B") to determine earnings, rather than multiplying the

ROR by the original cost rate base ("OCRB") and solving for a ROR that, when applied to

the FVRB, produces the same dollar level of earnings.

17

18

19

Dr. Zepp's DCF Estimates

Does Staff have any comments on Dr. Zepp's DCF estimates?Q-

20 A. Yes, Staff has seven comments on Dr. Zepp's DCF estimates:

21

22

1. Staff disagrees with Dr. Zepp's exclusion of Connecticut Water and Middlesex Water

firm his sample of water utilities.

23

24

2. Staff disagrees with Dr. Zepp's exclusion of Cascade Natural Gas and Southwest Gas

from his sample of gas distribution utilities.

17 Standard & Poors 2002 Corporate Ratings Criteria. P. 54.
is Direct tesdrnony of Thomas M. Zepp, Table 24.
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1 3. Dr. Zepp's conclusion that gas utilities and water utilities have approximately the same

2 level of risk is incorrect.

3

4

5 5.

6

7

8

9

4. The use of a historical average dividend yield in the constant growth DCF formula is

inappropriate and should not be given weight by the Commission.

Dr. Zepp's calculation of prob ected near-term earnings growth contains two errors.

6. Dr. Zepp's sole reliance on analysts' forecasts of future growth is inappropriate and

results in inflated cost of equity estimates.

7. Dr. Zepp did not consider DPS growth in his DCF analysis. However, DPS growth is a

fundamental component of a constant-growth DCF method such as Dr. Zepp uses.

10

11 I discuss these seven points below.

~ra;4 12
f I

13 Sample Selection Problems

14 Q~

15

Explain how Dr. Zepp's exclusion of Connecticut Water and Middlesex Water from

his sample of water utilities is inappropriate.

16 A.

17

18

19

Dr. Zepp's exclusion of Connecticut Water and Middlesex Water from his sample of

water utilities is inappropriate because he provides no sound basis for excluding them.

According to Dr. Zepp, Connecticut Water and Middlesex Water "have experienced

increases in common stock prices that are substantially above the increases in prices for

20

21

other water utility stocks and thus appear to be acquisition or merger candidates." (See

direct testimony of Thomas M. Zepp, p. 14 at 7-9.)

22

23 Q- Why would it be difficult to estimate the cost of equity using the DCF method if

24 acquisition targets were included in the sample?

J
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1 A.

2

If a company is expected to be acquired at a premium, investors will bid the price of its

stock up (and its dividend yield down) and the DCF method could understate the cost of

3 equity.

4

5 Q. Have Connecticut Water and Middlesex Water experienced increases in common

6 stock prices that are substantially above the increases in prices for the other Value

7 Line water utilities?

8 A. No. In Chart 3 Shave indexed the stock prices of the Value Line water utilities for August

9

10

11

1999, through May 2003. As Chart 3 shows, one cannot reasonably draw the conclusion

that Connecticut Water (CTWS) and Middlesex Water (MSEX) are acquisition targets

based solely on dieir stock pn'ces.19

,{"

1

12

13 Cirart 8: trmdexed Returns for Value Line Water ¥i£t1llE1ies
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20
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Away Fawn .mg.419 :=ea:»4:l1 Aug,=u1 Fews m g - n z a=e:»»43

21

19 Chart 3 shows what $100 invested in each of the ValueLine water utilities in August 1999, would be worth as of
May 2003.



I

I

Direct Testimony of Joel M. Reiter
Docket Nos. WS-01303A-02-0867 et seq.
Page 34

1 Q-

2

Does Dr. Zepp offer any evidence such as press releases, announcements, or news

articles that would suggest Connecticut Water and Middlesex Water, specifically, are

3 acquisition targets?

4 A.

5

No. It is Dr. Zepp's opinion that Connecticut Water and Middlesex water, specifically,

have been bid up with the expectation that they will receive premiums in the future.

6

7 Q-

8

Why does Staff disagree with Dr. Zepp's exclusion of Cascade Natural Gas and

Southwest Gas from his sample of gas distribution utilities?

9 A.

10

r.T

11

12

Staff disagrees with Dr. Zepp's exclusion of Cascade Natural Gas and Southwest Gas

from his sample of gas utilities based on their medium-grade bond ratings. Bonds rated

Baa (medium-grade) or above by Moody's, are known as investment-grade securities,"

and are therefore included in Staff' s sample of gas utilities.

13

14 Risk Comparison Problem

15 Q.

16

Is Dr. Zepp's conclusion that gas utilities and water utilities have approximately the

same level of risk (see direct testimony of Thomas M. Zepp. P. 16 at 11 - 12.)

17 correct?

18 A. No. Dr. Zepp's conclusion that gas utilities and water utilities have approximately the

19

20

same level of risk is incorrect because the average beta for the sample gas companies is

.69, whereas the average beta for the sample water companies is .5921 Looldng at the

20 Brealey, Richard A., Stewart C. Myers. Principles of Corporate Finance. 1988. McGraw-Hill. New York. P. 563 .
21 See Column F of Schedule JIWR-6 and Column F of Schedule JMR-17.
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1
. . . 22

more relevant raw (unadjusted) betas, the dlfference is even more pronounced. The

2

3

4

5

6

average raw beta for the sample gas companies is .51, while the average raw beta for the

sample water companies is 36.23 Therefore, according to standard corporate finance

principles, the sample gas companies are rislder in terms of market risk. Based on Staffs

CAPM analysis, the cost of equity to the sample gas companies is approximately 100 basis

points higher than the cost of equity to the sample water companies, based on the

difference in market risk.7
I
l

8

9 Q,

10

11

Are Dr. Zepp's final cost of equity estimates consistent with his testimony that "the

utilities in [his] water utilities sample and gas utilities sample have approximately the

same level of risk." (See direct testimony of Thomas M. Zepp. P. 16 at 11 - 12.)

f?
\

12 A.

13

14

15

16

17

18

No. First, Dr. Zepp assumes that gas utilities have approximately the same level of risk as

water utilities. Then, he implicitly assumes that gas utilities are rislder than water utilities

by adjusting his estimates of the cost of equity to the gas utilities downward by 50 basis

points. (See direct testimony of Thomas M. Zepp. P. 16 at 12 -13.) However, his

adjustment is too small and appears to be arbitrary. As I stated previously, based on

Staffs CAPM analysis, the cost of equity to the sample gas companies is approximately

100 basis points higher than the cost of equity to the sample water companies, based on

the difference in market risk.19

Hz Betas published by Value Line have been "adjusted" for their presumed1ong~term tendency to converge towed
1.00. The adjustment process pushes high betas down toward 1.0 and low betas up toward 1.0.
7-3 See Column G of Schedule JMR-6 and Column G of Schedule JMR-17.
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1

2 Miscalculated Price Problem

3 Q-

4

Explain how Dr. Zepp's DCF estimates based on 3-month and 12-month average

stock prices are inappropriate.

5 A. Dr. Zepp's DCF estimates based on 3-month and 12-month average stock prices are

6

7

8

inappropriate because there is no point in "smoothing" stock prices for use in a model that

assumes perfect markets." The expected dividend yield requires the most recent spot

stock price in the denominator of the calculation (D1/P0). Professor Myron Gordon, the

father of modem DCF analysis advises:9

10

11

12

13

14

15

16

17

The term for dividend yield in the Eq. [1] expression for a share's
yield is the forecast dividend for the coming period, Di, divided by
the current price, Po. The value assigned to PT should be the price
of the share at the time the share yield is being estimated. The
rationale for using the current price is that at each point in time it
reflects all the information available to a company's investors
regarding future dividends.25

18

19

20

The most recent stock price is the only appropriate price to use in the denominator of the

DCF equation in order to maintain consistency with the eficientrnarkets hypothesis, a

crux of modem corporate finance theory.

21

24 Myers, Stewart C. "The Application of Finance Theory to Public Utility Rate Cases." Bell Journal of Economics
cod Management Science. Spring 1972. p. 73
Zs Testimony of professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Carrier
Bureau), FCC Docket 79-63, p. 63 .
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1 Q- Can Staff cite any further support for the use of a spot yield rather than a historical

2

3 A.

4

average?

Yes. The tendency of some analysts to violate financial principles and use a historical

average dividend yield was the focus of a February 1, 1996, article in Public Utilities

Fortnightly:

To the extent that prior yie lds form a reference point for
expectations of future yields, the information content of historic
yields is already included in the current spot yield. Thus, to average
the historic yield with the spot yield simply double counts any
relevant historic information and leads us away from rather than
toward die actual future yield.

tr

5

6

7

8

9

10

11

12

13

14

15

16

17

18

Note also that by averaging historical data we introduce more
distant data into the analysis. This forces us to put less weight on
the current spot yield, so that we can consider yields estimated in a
period where market participants knew less about next year than
they do today. This simply does not make sense.26

19

20 Q- Has the Commission ruled on the use of spot market data in estimating the cost of

21

22 A.

23

capital?

Yes. In Decision No. 64727, dated April 17, 2002, die Commission agreed with Staffs

use of spot market data in estimating the cost of debt and equity.27

24

25 Growth Calculation Problem

26 Q. Are there any problems with Dr. Zepp's calculation of projected near-term earnings

27 growth?

26 Kihm, Steven G. "The Superiority of Spot Yields in Estimating Cost of Capital." Public Utilities Fortnightly.
February 1, 1996. pp. 42-45.
27 Application of Black Mountain Gas Company. Docket No. G-03703A-01-0263 .
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1 A. Yes, there is one problem and one error:

2

3 1. When calculating projected near-term earnings growth Dr. Zepp states that he has

4

5

relied upon the "industry average forecast reported byFirst Call in [his] analysis" instead

of the individual forecasts for each firm in his sample. (See direct testimony of Thomas

6 M. Zepp. p. 33 at 22 .- 24.)

7

8

9

2. Dr. Zepp has omitted Philadelphia Suburban Corporation from his average of Value

Line prob acted near-term earnings growth.

10

11 Q-

12
r
I

13

Explain Dr. Zepp's first problem; relying on the near-term earnings growth forecast

for the entire water utility industry instead of averaging the near-term earnings

growth forecasts for each firm in the sample.

14 A.

15

16

17

18

19

20

21

22

23

Relying on the near-term earnings growth forecast for the entire water utility industry

instead of averaging the near-term earnings growth forecasts for each firm in the sample is

inappropriate because it creates a mismatch between the expected dividend growth rate

and the expected dividend yield. Applying the expected dividend growth rate for one

group of companies to the expected dividend yield of another group when the first group

may have increased its retention rate (reduced its payout ratio) will result in a meaningless

cost of equity estimate. This occurs when the growth estimate for the entire industry is

different than the average growth estimate for each firm in the sample. The following

figure shows how a mismatch of aNs type can result in a meaningless cost of equity

estimate:

24

25

J
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1
FfgHII8 1

Resit afD¢~[ismat1chlimg Erpecte8 Gmwib and Expected Di=vi&end Yield

2

3

Expected
Dividend Dividend

Yell; Growth-
Retention

Ratio

Equity
Gust

Estimate

4 8
1%

g b k

5
Company A 5% 5% 50% 10%

*
Company B; 2.5% 7-5% 75% 10%

6
|
»

L 12.5%

7

8 Figure 1 shows cost of equity estimates for two companies. The cost of equity estimate is

9 10 percent for each company. However, as shown in the diagram, Company B has

10

11

12

13

14

increased its growth rate by increasing its retention ratio (and reducing is payout ratio,

hence the lower dividend yields." As shown in Figure 1, even though both companies

may be in the same industry and have the same required return, adding the expected

dividend growth rate of Company B to the expected dividend yield of Company A will

result in a meaningless cost of equity estimate.

15

16 Forecasted Growth Problem

17 Q- Explain how Dr. Zepp's exclusive reliance on analysts' forecasts is inappropriate to

18 forecast DPS growth and results in inflated cost of equity estimates.

pa Reilly, Franek K., Keith C. Brown. Investment Analvsis and Portfolio Management. South-Western. 2003 .
Mason, OH. pp.. 399-400.
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1 A.

2

Dr. Zepp's exclusive reliance on analysts' forecasts in his DCF analysis is inappropriate

because it assumes that investors do not look at other 'information such as past dividend

3 growth.

4

5 Q-

6

ls there a problem with relying exclusively on analysts' forecasts of earnings in a

DCF analysis.

7 A. Yes. Analysts' forecasts of earnings are known to be overly optimistic.

8

9 Q-
/1

F

I 10

11

12

How do you respond to Dr. Zepp's statement that, "To the extent that past DPS and

EPS growth provide an indication of future growth prospects, analysts take such

past information into account when they form their forecasts of the future?" (See

direct testimony of Thomas M. Zepp. Page 26 at 14-17.)

13 A.

14

First, Dr. Zepp has failed to show in this testimony or in his work papers that the analysts

providing die forecasts in his DCF analysis have taken any such past information into

15 account when formulating their projections. Second, waddle I agree that professional

16

17

18

19

analysts may have considered past growth in their forecasts, the appropriate growth rate to

use in the DCF formula is the dividend growth rate expected by investors, not analysts.

Therefore, the reasonable assumption that investors rely, to some extent, on past growth in

addition to analysts' forecasts, warrants consideration of both.

20
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1"

\

1 Q.

2

3

4

On page 26, footnote 4, of his direct testimony Dr. Zepp cites a study conducted by

David A. Gordon, Myron J. Gordon and Lawrence I. Gould" ("GG&G"), which he

claims supports the exclusive use of analysts forecasts in the DCF model. How does

Staff respond?

5 A.

6

7

I have reviewed the article and found that GG&G do not conclude that investors ignore

past growth when pricing stocks. Therefore, the GG&G article does not support the

exclusive use of analysts' forecasts in the DCF model.

8

9 Q-

10

In light of his participation in the GG&G study, does Professor Myron Gordon

advocate the exclusive reliance on analysts' forecasts in his DCF model?
4¢*i.

If

l

11 A.

12

No. Subsequent to the GG8LG study, Professor Gordon provided the keynote address at

the 30'1' Financial Forum of the Society of Utility and Regulatory Financial Analysts, in

13 which he stated:

14

15

16

17

18

19

20

21

22

23

24

I understand that companies coming before regulatory agencies
liked and advocated the high growth rates in security analyst
forecasts for arriving at their cost of equity capital. Instead of
rejecting these forecasts, I understand that FERC and other
regulatory agencies have decided to compromise with them. In
particular, in giving at the cost of equity for company X, the
FERC has decided to arrive at the growth rate in my dividend
growth model by using an average of two growth rates. One is
security analysts forecast of die short-term growth rate in earnings
provided by IBES or Value Line and the other a more long run and
typically lower figure such as the past growth in GNP .

25

29 Gordon, David A., Myron J. Gordon, Lawrence I. Gould. "Choice Among Methods of Estimating Share Yield."
The Journal ofPor§folio Management. Spring 1989. pp. 50-55.
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1

2

3

4

Such an average can be questioned on various grounds. However,
my judgment is that between the short-term forecast alone and its
average with the past growth rate in GNP, the latter may be a more
reasonablefzgure o (emphasis added)

5

6 Q. How does Dr. Zepp's exclusive reliance on analysts' earnings forecasts result in

7 inflated cost of equity estimates?

8 A.

9

Dr. Zepp's exclusive reliance on analysts' earnings forecasts results in 'inflated cost of

equity estimates because analysts' earnings forecasts are mown to be overly optimistic.

To the extent that investors are aware of the bias in analysts' projections of future10

11 earnings, they will make appropriate adjustments.

8 12

13 Q-

14

Can you provide evidence to support your testimony that analysts' forecasts of

future earnings are high?

15 A.

16

17

18

19

Yes. Many experts in the financial community have commented on bias/over-optimism in

analysts' forecasts of future earnings.31 A study cited by David Dre ran in his book

Contrarian InVestment Strategies: The Next Generation found that Value Line analysts

were optimistic in their forecasts by 9 percent annually, on average for the 1987 .- 1989

period. Another study conducted by David Dre ran found that between 1982 and 1997,

30 Gordon, M. J. Keynote Address at the 30"' Financial Forum of the Society of Utility and Regulatory Financial
Analysts. May 8, 1998. Transparency 3.
Si See Seidel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. p. 100. Malldel, Burton G. 4
Random Walk Down Wall Street. 1999. W.W. Norton & Co. New York. p. 169. Dre ran, David. Contrarian
Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Testimony of
Professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Carrier Bureau), FCC
Docket 79-63, p. 95.



a U

Direct Testimony of Joel M. Raker
Docket Nos. WS-01303A-02-0867 et seq.
Page 43

1

2

analysts overestimated the growth of earnings of companies in the S&P 500 by 188

percent.

3

4

5

6
i
I

7

8

9

Burton Malldel of Princeton University studied the one-year and five-year earnings

forecasts made by some of the most respected names in the investMent business. The

results showed that when compared with actual earnings growth rates, the five-year

estimates of professional analysts were worse than the predictions ham several naive

forecasting models, such as the long-run rate of growth of national income. Professor

Malldel discusses the results of his study in the following quote from his book A Random

10 Walk Down Wall Street:

*Q

11

12

13

14

15

16

When coniionted with the poor record of their five-year growth
estimates, the security analysts honestly, gt sheepishly, admitted
that fve years ahead is really too far in advance ro make reliable
projections. They protested that aldiough long-term projections
are admittedly important, they really ought to be judged on their
ability to project earnings changes one year ahead.

17

18

19

20

Believe it or not, it turned out that their one-year forecasts were
even worse than their five-year projections. It was actually harder
for them to forecast one year ahead than to estimate long-nm
changes.

21
22
23
24
25
26
27
28
29

The analysts fought back gamely. They complained that it was
unfair to judge their performance on a wide cross section of
industries, because earnings for electronics firms and various
"cyclical" companies are notoriously hard to forecast. "Try us on
utilities, " one analyst confidently asserted. So we tried it and they
din 't like it. Even the forecasts for the stable utilities werefar 0/7
the mark. Those the analysts confidently touted as high growers
turned our to perform much the same as the utilities for which only
low or moderate growth was predicted.32(emphasis added)

32 Malldel. PP- 168-169.
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1

2 Q- Are investors aware of the problems associated with analysts' forecasts?

3 A. Yes. In addition to books, numerous articles appearing in The Wall Street Journal and

4

5

6

7

8

9 of course, highly un1ike1y."34

10

other publications have cast a negative light on research analysts and their forecasts."

Ohe such article, entitled "Analysts: Still Coming Up Rosy" appeared in the January 27th,

2003, edition of I71e Wall Street Journal. According to the article, "stock analysts are

unshaken in their optimistic, if delusional, belief that most of the companies they cover

will have above average, double-digit growth rates during the next several years. That is,

As stated previously, to the extent that investors are aware

of the bias in analysts' projections of iilture earnings, they will make appropriate

11 adjustments.
l.

12

13 Q- Can Staff identify any other problems with relying exclusively on analysts' forecasts?

14 A.

15

16

17

18

19

Yes. Another problem with relying exclusively on analysts' forecasts and ignoring past

growth is that the results be entirely dependant on the source of the particular forecast.

For example, Dr. Zepp uses data from First Call and Value Line to estimate projected

near-tenn earnings growth. His estimate is 7.1 percent. However, Zacks Investment

Research, which is readily available, prob ects an average near-term earnings growth rate

of just 5.5 percent for the companies in Dr. Zepp's sample.

33 See Brown, Ken. "Analysts: Still Coming Up Rosy." The WallStreet Journal. January 27, 2003. p. Cl. Karr fin,
Craig. "Profit Forecasts Become Anylbody's Guess." The Wall Street Journal. January21, 2003. p. C1. Gasparino,
Charles. "Merrill Lynch Investigation Widens." The Wall Street Journal. April 11, 2002. p. C4. Epstein, Aaron.
"Earnings Estimates Are AH Over the Map." The Wall Street Journal. August 2, 2001. p. Cl. Drernan, David.
"Don't Count on those Earnings Forecasts." Forbes. January 26, 1998. p. 110.
34 Brown. p. C1
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1

2 Q- Should Dr. Zepp have considered DPS growth in his DCF analysis?

3 A.

4

5

6

7

Yes. Dr. Zepp's failure to consider DPS growth in his DCF analysis assumes that

investors ignore DPS growth when pricing stocks. In the DCF model, the price of a

security is the discounted value of cash flows received by the investor. Equity investors

receive dividends, not earnings. According to Wharton School finance Professor Jeremy

Siegel:

8

9

10

11

12

13

Note that the price of the stock is always equal to the .present value
of all fume dividends and not the present value of fume earnings.
Earnings not paid to investors can have value only if they are paid
as dividends or other cash disbursements at a later date. Valuing
stock as the present discounted value of future earnings is
manifestly wrong and greatly overstates the value of the firm."

14 Q- Has Dr. Zepp agreed with Staffs assumption that investors would look at DPS as

well as EPS?15

16 A. Yes. In a 1999 Oregon proceeding, when asked if investors preferred DPS growth or EPS

17 growth, Dr. Zepp testified:

18
19
20
21
22
23
24

According to me, investors would look at both, but this particular
testimony here refers to your testimony, in which you didn't look
at earnings per share growth. And my point is, if you're only
going to look at one -- in my view, if you were only going to look
at one, investors would look at earnings per share growth. That's
the testimony, and I still stand by that testimony, but as l've stated,
I would look at both.36 (emphasis added)

25

35 .Slegel. P. 93.
36 Sworn Testimony of Dr. Thomas M. Zepp, dated January21, 1999. Before the Public Utility Commission of
Oregon. Docket UM 903. p.9at 19- 25 and p. 10 at 1 - 3.
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1 Additionally, Dr. Zepp testified in the same proceeding:

2
3
4

Investors would examine past and forecasted growth in earnings
per share ("EPS"), dividends per share ("DPS") and other trends
that provide indications about what future growth would b8.37

5

6

Therefore, based on his own testimony in a previous proceeding, Dr. Zepp should have

considered DPS growth in his DCF analysis.

7

8 Q. Can Staff cite any other cost of equity studies for water utilities where Dr. Zepp

9 relied on historical DPS growth?

10 A. Yes. In Docket No. W-01445A-02-0619 (Arizona Water Company) Dr. Zepp calculates

f l

\1
11

12

cost of equity estimates for four California water utilities. In estimating constant dividend

growth, Dr. Zepp averages past DPS growth, EPS growth, and sustainable growth.

13

14

15 Q-

16

17

Dr. Zepp's Internal Rate of Return Analysis

On pages 36 to 40 Dr. Zepp conducts an internal rate of return ("IRR") analysis of

Connecticut Water ("Connecticut") and Middlesex Water ("Middlesex") in which he

calculates a cost of equity range of 10.4 percent to 13.2 percent. Should Dr. Zepp's

internal ra.te of return analysis be given any weight by the Commission?18

19 A. No. Dr. Zepp's IRR analysis should be given no weight by the Commission for the

20

21

22

following reasons:

1.  Dr.. Zepp's conclusion that die standard (constant growth) version of the DCF

model produces implausible cost of equity estimates is incorrect.

37 Rebuttal Testimony of Thomas M. Zepp, dated December 17, 1998. Before the Public Utility Commission of
Oregon. Docket UM 903. p. 17 at 12-14.
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1

2

2. The Commission should reject any cost Of equity analysis that relies on such

assumptions as those made by Dr. Zepp in his IRR analysis .

3

4 Q. How does Dr. Zepp conclude that the standard version of the DCF model produces

implausible cost of equity estimates for Connecticut and Middlesex?5

6 A. Dr. Zepp concludes that the standard version of the DCF model produces implausible cost

of equity estimates for Connecticut and Middlesex by using a combination of his own data

and data I presented in testimony of February 200238, to calculate cost of equity estimates

that are below the August 2002 yield on Baa rated bonds.

7

8

9

10

11 Q-

12
if .,

13

Is Dr. Zepp correct in his conclusion that the standard version of the DCF model

produces cost of equity estimates for Connecticut and Middlesex that are below the

yield on Baa rated bonds?

14

15

16

17

18

19

20

A. No. Regardless of what Dr. Zepp concluded from my February 2002 testimony, the

constant growth DCF model does not produce cost of equity estimates that are below the

yield on Baa rated bonds. Using expected dividend yields of 3.35 percent and 3.99

percent and estimated growth of 4.58 percent and 4.85 percent, the constant growth DCF

model produces cost of equity estimates for Connecticut and Middlesex of 7.9 percent and

8.8 percent, respectively. These estimates are well above the May 2003 yield on Baa rated

Utility and Corporate bonds of 6.78 percent and 6.68 percent, respectively.

21

22 Q_ What assumptions does Dr. Zepp make in his IRR analysis?

23

24

A. Dr. Zepp makes several brave assumptions. He assumes that the stock prices of

Connecticut and Middlesex include an anticipated stock price premium resulting from

as Direct Testimony of Joel M. Reiter, dated February 11, 2002. Docket No. W-02025A-01-0559.
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1

2

either a future merger or acquisition. (See direct testimony of Thomas M. Zepp. p. 37 at

8 - 10.) He assumes that investors expect to receive a 35 percent to 59 percent premium.

3 (See direct testimony of Thomas M. Zepp. Table 20.) And he assumes that the

4

5

acquisitioWmerger is expected to occur between two and three years into the future. (See

direct testimony of Thomas M. Zepp. p. 39 at 4 .-- 6.)

6

7 Q-

8

Why should the Commission reject any cost of equity analysis that relies on such

assumptions as those made by Dr. Zepp in his IRR analysis?

9 A.

10

11

If 1 r
12

13

14

15

The Commission should not rely on any cost of equity analysis that relies on such

assumptions because doing so greatly increases estimation error in cost of equity

calculation. Cost of equity calculation is subject to enough estimation error without

introducing additional assumptions. Further, the Commission has no reason to rely on

such a model proposed by Dr. Zepp because to die extent that corporate bond yields can

be compared to equity costs, the standard version of the DCF model produces reasonable

cost of equity estimates for Connecticut and Middlesex.

16

17 Dr. Zepp's Risk Premium Estimates

Please describe Dr. Zepp's "risk premium" analysis.18 Q-

19 A. Dr. Zepp examines the difference between the returns on proxies for Arizona-American

20

21

22

and Baa corporate bond yields. He performed three studies and calculated three ranges of

risk premier. He then adds these risk premier to a range of consensus forecasts of the Baa

corporate bond rate compiled byBlue Chip Financial Forecasts.

23

24 Q.

25

In general, is Dr. Zepp's "risk premium" method valid to estimate Arizona-

American's cost of equity?
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f

1 A. No. Dr. Zepp's risk premium method is not valid to estimate Arizona-American's cost of

2

3

4

equity because it relies on forecasts of the Baa corporate bond rate. The Commission

should not rely on forecasts of interest rates. Analysts who forecast future rates do not

have any more information about die future than what is already reflected in the current

5 rate. Analysts' tendency to be wrong in their forecasts of future interest rates is illustrated

6

7

in Chart 4. The graph shows Blue Chip Financial Forecasts consensus forecasts of the

Aaa corporate bond rate versus the actual rate:

8 Chart. 4: Actual vs. Proiecteu Aaa 8aslrrls
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14

15

16

17

18

19

An examination of Dr. Zepp's own risk premium analysis shows how bad professional

analysts are at predicting interest rates. For example, Dr. Zepp relies on a range of

consensus forecasts of the Baa bond rate compiled by Blue Chip Financial Forecasts in

June 2002, for the period 2003 to 2004. This range averages 8.15 percent. As of May

20 2003, the actual Baa corporate bond rate was 6.68 percent a difference of 147 basis

21 points.

22

23

24

25

Relying on interest rate forecasts unnecessarily introduces forecasting error into cost .of

capital calculation, as well as estimation error. Cost of capital estimation errors should be

minimized, not enlarged.
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1

2

3

According to Nancy L. Jacob of the University of Washington and R. Richardson Pettit of

the University of Houston:

4

5

6

7

8

While we know something about many of  the factors that
determine interest rates (money supply, the demand for loanable
funds, etc.) little evidence exists to suggest these factors can be
predicted with enough accuracy to successtiullyprediet the rates."

9 This notion is consistent with the efficient markets hypothesis.

10

11 Q. Does Staff have any other general concerns about Dr. Zepp's risk premium method?

12 A.

13

14

15

16

17

18

Yes. First, while the risk premium approach is based on a general rule of thumb that

common stocks are riskier than bonds, the Commission should primarily rely on cost of

equity models developed in the corporate finance literature rather than on mies of thumb,

to the greatest extent possible. Staff recommends that the Commission rely on the CAPM

rather than Dr. Zepp's "risk premium" method. The CAPM was developed by Nobel

Prize winning economists and is the most popular method of estimating the cost of equity

among CFOs.4°

19

20

21

22

23

24

Second, in his first two studies Dr. Zepp assumes dirt ROEs authorized by regulatory

commissions provide "unbiased estimates of the cost of equity facing utilities at different

points in time." (See direct testimony of Thomas M. Zepp. p. 42 at 9-10.) This is

problematic because die capital markets determine the cost of equity, not regulatory

commissions. Further, this Commission has no way of knowing how these other cases

were resolved. Allowed returns oilmen reflect various incentives and disincentives put into25

39 Jacob, Nancy L., R. Richardson Pettit. Investments. twin. Homewood, 111. 1988. p. 499.
40 Graham, John R., Campbel R. Harvey. pp. 187-243 .

J
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1

2

3

4

place by each state commission for various purposes which likely do not, and would not,

apply to Arizona-American. This Commission cannot rely on previously authorized

ROE's because it cannot know the particulars behind each case nor could it cross-examine

witnesses in those cases even if it did know the particulars.

5

6 Third, Staff has general concerns about the use of a corporate bond rate to imply equity

some default risk which is7

8

9

risk premiums. Because a corporate bond contains

diversifiable, the investor's expected rate of return is lower than the bond's yield to

maturity.41 Therefore, the yield to maturity on a corporate bond cannot be compared to

10 the cost of equity. Professor Laurence Booth of the Rot ran School of Management at the

University of Toronto states the following:11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

As for the premium over long term A bond yields, it has to be
pointed out here that corporate bonds are default risky. The
maximum return you can get from a corporate bond held to
maturity is the yield to maturity. Since corporate bonds are default
risky, the investor's expected rate of return is significantly lower
than the yield to maturity. As a result, the yield to maturity on a
corporate bond is not an estimate of the investor's required rate of
return, and cannot be meaningfully compared to the [east of
equilyj. Only the yield to maturity on a default free government
bond is an estimate of a required rate of return, similar to the [cost
of equity]. This is why all risk comparisons should be to
government default free bonds, otherwise you mix apples and
oranges.42 (emphasis added)

27

28

29

Finally, Staff f inds Dr. Zepp's choice of the Baa rated corporate bond rate to be

inappropriate to calculate his risk premier. This is because risk premiums for securities can

change over time." Chart 5 shows the spread between the yields to maturity for Ala-rated

41 Weston, J. Fred, Thomas E. Copeland. Managerial Finance. The Dryden Press. 1986. Chicago. pp. 434 - 435.
Hz Booth, Laurence. "The Importance of Market-to-Book Ratios in Regulation." NRRI Quarterly Bulletin. Winter
1997. pp. 415 - 425.
43 Reilly, Frank K., Keith C. Brown. Investment Analvsis and Portfolio Management. South-Western. 2003 .
Mason, OH. p. 394.
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1

2

3

corporate bonds and Baa-rated corporate bonds from 1974 through the present. The

spread shown in Chart 5 is a measure of the risk premium for investing in higher-risk Baa-

rated corporate bonds over low-risk Ala-rated corporate bonds.

4

5 Charts: liilaodfs Corporate Bo-nd Yieki Spreads Baa - .8\aa}
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15

Chart 5 supports the statement above that one cannot use corporate bonds to imply

meaningful equity risk premiums because the default risk for corporate bonds can change

significantly over time.

16

17 Dr; Zepp's First Risk Premium Study

18 Q- What is Dr. Zepp's first study?

19 A.

20

21

22

23

24

Dr. Zepp's first study is based on the difference between past accounting returns on equity

to some undefined sample of companies "comparable" to San Gabriel Valley Water

Company compiled by the staff of the California Public Utilities Commission ("CPUC")

and Baa corporate bond rates. Dr. Zepp's first study also relies on data ham C.A. Turner

Utility Reports ("C.A. Turner"), and assumes that (l) authorized ROE's equal the cost of

equity, and (2) the companies have earned 40 basis points less Man dleir authorized

J
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1

2

ROE's, and adjusts his risk premier upward on this assumption. His risk premier estimates

are 3.21 percent and 3.27 percent.

3

4 Q- Does Staff have any specific concerns regarding Dr. Zepp's first study?

5 A.

6

7

8

Yes. Dr. Zepp has failed to conirrn in his testimony or in his work papers that the

companies used by the CPUC staff to calculate accounting returns on equity are (1) all

water companies, or comparable in risk, to Arizona-American, (2) the same, or even

comparable in risk, to the companies generating the CA. Turner data, or (3) that they have

earned less than their authorized ROE's.9

10

11 Du Zepp's Second Risk Premium Study

12 Q- What is Dr. Zepp's second study?

13 A.

14

15

Dr. Zepp's second study relies on previously authorized ROEs for gas utilities to compute

a "risk premium" above the Baa corporate bond rate. His risk premier estimates under this

approach are 3.27 percent and 3.32 percent.

16

Q-

18 A.

17 Is Dr. Zepp's second study appropriate?

19

20

21

No. The Commission should not rely on Dr. Zepp's second study for the reasons stated

above with respect to authorized ROEs granted by other commissions in other

jurisdictions. Further, Dr. Zepp has not shown that the companies used in his second risk

premium study are comparable in risk to Arizona-Arnerican, or are water utilities at all.

22

23 Dr. Zepp's Third Risk Premium Study

24 Q- What is Dr. Zepp's third study?
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L r

1 A.

2

3

Dr. Zepp's third study examines the difference between historical returns for Moody's gas

distribution utility stock index and Baa corporate bond rates for the period 1954 to 2000.

Under this approach, Dr. Zepp calculates an average risk premium of 3.67 percent.

4

5 Q, Is his third risk premium study appropriate?

6 A. No. Dr. Zepp's third risk premium study is not appropriate because he has failed to

7

8

9

account for changing industry risk over time. His method is inconsistent with current

capital market conditions to the extent that gas distribution utility risk has changed in the

past 49 years. The following graph shows the change in average gas distribution utility

betas from 1968 to1997410

11 Average Eas8ish'l'bmT9n ¥JtTity B333
Qmteriiiine12

13

14

15
,-~Mmm

,/16

17
I I I I I I

18

9.35 -

9.95 -

9.55 -

9.55 .

9.45 -`l*.'.4'l

8.35 -

3.25 H

Jan-843 Jan-T2 JiE3't.-78 Jan-84 Jan.88 .JSWM Jaan-33

19

20 Clearly, industry risk can change over time.

21

22

23

24

Further, Dr. Zepp has failed to show a relationship between water utility risk and gas

distribution utility risk over the past 49 years. Even if he could show such a historical

relationship, past risk is not relevant to current risk and its required return.

44 Sample average raw O.L.S. betas from a sample of nine local distribution companies, calculated at the Public
Utility Commission of Oregon.
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1

2/

3

Dr. Zepp's CAPM Analysis

How did Dr. Zepp implement the CAPM?Q,

4 A. According to Dr. Zepp, he adopted the CAPM used by Staff in the Green Valley Water

Company rate case.45 In the Green Valley rate case Staff used intermediate-term

Treasuries as the risk-free rate (Rf) and Value Line adjusted betas. However, Dr. Zepp

introduced one critical difference. The difference between Dr. Zepp's CAPM analysis in

this case and Staffs CAPM analysis in the Green Valley rate case is that Dr. Zepp uses a

long-term Treasury security as the risk-free rate (Rf)-

Q- Does Staff agree with Dr. Zepp's CAPM analysis?

5

6

7

8

9

10

11

12 A.

13

No. Staff disagrees with Dr. Zepp's choice of a long-term Treasury bond as the risk-Hee

rate (R.

Q- Why does Dr. Zepp use a long-term Treasury bond as the risk-free rate in his CAPM

14

15

16

17

18

19

A.

Analysis?

Dr. Zepp chose a long-term Treasury bond as the risk-free rate in his CAPM analysis on

the assumption that the required return on the "zero beta" asset is higher than the yield on

intermediate-term and long-term Treasury securities. He explains his choice of a long-

term Treasury bond in footnote 14 of his direct testimony:20
21
22
23
24
25
26
27

Results of empirical studies of the CAPM and modif ication of the
assumptions of the original (Sharpe-Lintner) CAPM both indicate the
required return for the zero beta asset is higher than the yield on long-
term Treasury securities and even higher than the return on intermediate-
term Treasury notes or Treasury bills. (See direct testimony of Thomas
M. Zepp. p. 45 at 20 .- 22.)

is Docket No. W-02025A-01~0559.
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1

2 Q- What is the zero beta asset?

3 A.

4

The zero beta asset is a portfolio of assets both held and short-sold that has no

c variability with the market portfolio. The required return on the zero-beta asset (RZ) is

used in place of the return on U.S. Treasuries (R 'm the zero-beta version of the CAPM.

The zero beta CAPM is said to be flatter than the original CAPM, resulting in higher

expected returns for low beta stocks and lower expected returns for high beta stocks

compared to the simple CAPM.

5

6

7

8

9

10

11

12

Q- Did Staff ask for copies of the studies which Dr. Zepp claims indicate the required

return for the zero beta asset is higher than the yield on intermediate-term and long-

Y" =

13

14

15

16

17

18

19

A.

20

21

22

23

24

term Treasuries?

Yes. Staff asked for copies of such studies in data request Jl\{R 33-1. The response

included studies which indicated a higher intercept than what the CAPM predicted, that is,

a zero beta asset with a higher required return than Treasury bills. However, unlike Staff' s

CAPM analysis, the CAPM tests used short-term Treasury bills and raw (unadjusted)

betas. Dr. Zepp has not provided evidence that the results of CAPM studies which use

short-term Treasury bills and raw betas can be appropriately applied to a CAPM

application such as Staffs that uses intermediate-term Treasury notes, which generally

have higher returns than T-bills, and Value Line betas that are adjusted towards 1.0, which

increase the required returns for low beta stocks such as utilities. In other words, Staffs

CAPM analysis already produces required returns higher than what the original CAPM

would produce.
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1

2 Q-

3

4

5

6

Dr. Zepp's TestiMony on Baa Corporate Bond Rates

In Section of V of his testimony Dr. Zepp makes some general observations about

financial conditions and forecasts that "provide perspective about the cost of equity

now faced by Arizona-American" Dr. Zepp states that "with the exception of 2000,

interest rates for Baa corporate bonds are forecasted to be higher than they were in

every year since 1996." (See direct testimony Thomas M. Zepp. p. 21 at 14 - 16.) Is

his statement relevant?7
a
|

8 A.

9

No, his statement is not relevant. Staff demonstrated how bad professional analysts are at

predicting future interest rates, and time has shown the interest rate forecasts Dr. Zepp

relies on to be incorrect and not helpful information for estimating required returns on10

11 equity.

41
la

12

13 Q- Can Staff provide a more informative and factual perspective on the cost of capital?

14 A. Yes.

15 1967.

Interest rates for Baa corporate bonds are lower than they were in every year since

The following graph provides a more informative and factual perspective:

16
Cltvrart T: 84a9a ates C9wumw Band Welds l,
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24

25

Baa-rated utility bonds have performed in the same manner. Interest rates for Baa rated

utility bonds are lower than they were in every year since1967. See the following graph:
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1
Cfwit 8: baa Rated Utility Bond 'Helcis

2

3

4

5
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8

9

10

Schedule JMR-20 shows actual Baa corporate and utility bond yields for 1967 to 2003.

These low Baa bond yields are consistent with the currently low costs of capital.

11

/1

I

12 Financial Risk Adjustment

13 Q~ Does Staff necessarily disagree with Dr. Zepp's financial risk adjustment?

14 A.

15

16

No, Staff does not theoretically disagree with Dr. Zepp's Final recommendation of 60 basis

points. However, compared to Staffs capital structure adjustment of 50 basis points, Dr.

Zepp's "conservative" recommendation is actually too large.

17

18 Q- Is Staffs method of calculating the capital structure adjustment more appropriate

19 than Dr. Zepp's method?

20 A.

21

22

23

24

Yes. The basis of Dr. Zepp's methodology was set forth by Franco Modigliani and

Merton Miller ("MM") in the l950's. Staffs approach uses the methodology developed

subsequently by Professor Robert Hamada of the University of Chicago, which

incorporates the MM capital structure theories with the CAPM. The Hamada equation is

generally used to estimate the effect leverage has on a stock's beta.46

46 Radcliffe, Robert C. Investment Concepts. Analysis. and Strategv. 1982. Scott, Foreran and Company.
Glenview, 111. p. 525.
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1

2 Business Risk

3 Q-

4

5

In Section IV of his testimony Dr. Zepp cites additional so-called business risks that

he claims increase Arizona-American's cost of equity (See direct testimony of

Thomas M. Zepp. PP- 17 - 21.) Would investors require higher returns for these so-

called business risks? .6

7 A.

8

9

10

11

No. Rational investors would not require higher returns for Such unique factors as the

federal governlnent's revision of the arsenic drinking water standard and the

Commission's use of a historical test year. Below, Staff deals with each of these so-called

business risk factors and Staff shows that they do not, or have not been shown to, affect

the cost of equity.

12

13 EPA Requirements

14 Q. Dr. Zepp claims that Arizona-American faces new risks related to the federal

15

16

17

government's requirement to remove arsenic from water supplies. Do any of the

risks Dr. Zepp claims Arizona-American faces as a result of a new arsenic standard

affect its systematic risk, the only form of risk that affects the cost of equity?

18 A. No. To the extent that any risk related to EPA requirements is unique to Arizona-

19

20

21

American, it would not be priced by the market. Investors do not care about unique risks

because they wash out of diversified portfolios. This is mown as Modem Portfolio

Theory ("MPT"). This concept has been characterized as one of the six most important

ideas in inance.47 In 1990 the Nobel Prize in Economic Sciences was awarded to22

47 Brealey, Richard, Stewart C. Myers, Alan J. Marcus. Fundamentals of Corporate Finance. 1995. McGraw-Hill.

New York. pp. 664-665.
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1 Markowitz, Merton Miller, and William Sharpe for their contribution to MPT and the

CAPM.2

3

4 Q- What are the implications of the EPA requirements for Arizona-American?

A. The EPA requirements mean that, at some point in the future, Arizona-American will have

to add rate base. However, this growth in the Company's assets is quite simplygrowth,

not risk. o
I

Q- Has the Commission agreed with Staff on this issue?

5

6

7

8

9

10 A. Yes. In Decision No. 64282, dated December 28, 2001, the Commission said the

following:

We do not agree with the Company's proposal to assign a risk
premium to Arizona Water based on the United States
Environmental Protection Agency's ("EPA") proposed revision to
the arsenic drinking water standards.

11

12

13

14

15

16

17

18

19

20

21

With respect to the EPA's standards, we note that all water
companies will be affected by the new rules and we do not believe
that the arsenic standards should be used to attach a higher level of
risk to Arizona Water.

22

23

24

The Commission should make the same finding in this case.

25 Historical Test Year

26 Q-

27

28

29

On page 20 of his testimony Dr. Zepp asserts that Arizona-American faces more risk

than the utilities in his sample because it has rates based on an historical test year,

with limited ability to make post-test-year adjustments. Is equity risk related to test

year conventions?



Direct Testimony of Joel M. Raker
Docket Nos. WS-01303A-02-0867 et seq.
Page 61

1 A.

2

3

No. The test year convention does not affect risk. A test year is simply the vehicle to

determine average costs and tariffs. Business risk is mainly related to consumption, which

is independent of the test year convention.

4

5 Q- Has the Commission ever granted an equity premium to account for its use of a

6

7 A.

8

9

historical test year?

No. To my knowledge, the Commission's never granted a ROE premium to account for

its use of a historical test year. The Commission should not grant an equity premium to

account for a historical test year in this case either.

10

11 Q,

12

13 A.

14

15

16

17

18

19

Even if Staff did not make post test-year adjustments, would the use of an historical

test year affect Arizona-American's cost of equity?

No. The relevant risk measure of any asset, including Arizona-American's common

equity, is its covariance with the market portfolio." Dr. Zepp has failed to show any

correlation between the use of a historical test year and the market portfolio. Therefore,

even if Staff did not make reasonable post test year adjustments, the use of a historical test

year would not affect Arizona-American's systematic risk, the only form of risk relevant

to the cost of equity. Dr. Zepp essentially proposes that the Commission give excess

profit to every company its sets rates for, at the expense of Arizona consumers.

20

21

22 Q.

23

Dr. Zepp's Testimony on the Market-to-Book Ratio

On pages 29 through 32 of his direct testimony Dr. Zepp rebuts testimony you gave

in a previous proceeding" in which you stated that the financial implication of.-a

48 Reilly, Frank K., Keith C. Brown. Investment Analvsis & Portfolio Management. 2003. South-Western. Mason,
OH. p. 248.
49 See direct testimony of Joel M. Reiker. Docket No. W~02025A-01-0559. p. 14 at 16-18.

J
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1

2

3

4

5 A.

6

7

8

9

10

11

market-to-book ratio greater than 1.0 is that investors expect the utility to earn book

returns on equity greater than its cost of equity. Dr. Zepp characterizes the above

implication as a "naive arithmetic model" and offers several reasons for the market-

to-book ratio of a regulated utility to be above 1.0. Please comment.

As I stated in the testimony cited by Dr. Zepp and in Section III of this testimony, rate

orders do not force market-to-book ratios to 1.0 for a variety of reasons. However, the

fact that market-to-book ratios for regulated companies may be above 1.0 for any of the

reasons cited previously does not mean that this basic proposition in finance is wrong. In

the article cited in footnote 42, Professor Booth recognizes different reasons for the

market-to-book ratio of a regulated utility to be above 1.0. Professor Booth also states the

following:

f
12

13

14

15

16

17

Theoretically, dire is no question whatsoever that a market-to-
book ratio of 1.50 indicates that the [cost of equity] is less than the
[allowed rate of return on equity], we have never even come across
a company witness reno would disagree with that proposition."
(emphasis added)

18

19

20 Q. Does inclusion of the stock financing (vs) growth term in your DCF analysis make

the market-to-book ratio issue moot?21

22 A. Yes. Staff included the vs growth term in its intrinsic growth rate calculation to account

23 for the assumption that the average market-to-book ratio for the sample water companies

24 is expected to remain above 1.0.

25

50 Professor Booth is a colleague of Myron Gordon, who has been characterized in this testimony as the father of
modem DCF analysis.

J



Direct Testimony of Joel M. Reeker
Docket Nos. WS-0130 A-02-0867 et seq.
Page 63

1

2

Earnings Requirement

What is Dr. Zepp's recommendation regarding the rate base to which the ROR isQ-

3

4 A.

5

6

7

applied?

Dr. Zepp recommends that the ROR be multiplied by the current value of the Company's

property, i.e., its reproduction cost, to determine earnings, rather than multiplying the

ROR by the OCRB and solving for a ROR that, when applied to the reproduction cost,

produces the same dollar level of earnings.
|
I

8

9 Q-

10

If Dr. Zepp's recommendation was adopted would the Company and its investors

receive a windfall gain?

11 A. Yes. Because Arizona-Arnerican's reproduction cost new rate base ("RCNRB") is greater

'
I 12

13

than its OCRB, applying the market-based ROR to the RCNRB to determine earnings

provides the Company and its investors with a windfall gain at the expense of Arizona

14 consumers.

15

16 Q- On pages 10 and 11 of his testimony Dr. Zepp recognizes that the value of the

RCNRN could be less than the value of the OCRB. If Arizona-American's RCNRB17

18 was smaller than its OCRB and the market-based ROR was multiplied by the

RCNRB to determine earnings, would the Company expect to earn its cost of capital19

20 on its investment?

21 A. No. If Dr. Zepp's recommendation was adopted and the RCNRB was smaller than the

22

23

OCRB, the Company would expect to earn less than the cost of capital on its investment.

Dr. Zepp's recommendation is confiscatory and violates the widely accepted capital

attraction standard when the RCNRB is smaller than the OcRB.5124

51 Myers, Stewart C. "The Application of Finance Theory to Public Utility Rate Cases." Eel] Journal ofEconomics
and ManagementScience. Spring1972. p.80.

J
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/'

1

2 Q. Can you give an example demonstrating why OCRB should be used to determine the

earnings requirement?3

4 A.

5

6

7

8

9

10

11

12

Yes. Here is a simple example that reveals the fallacy of Dr. Zepp's argument: Assume a

rate base of $100 that is entirely financed with debt at a cost of 5.0 percent. The OCRB is

$100 and the company's cost of capital/ROR is 5.0 percent. Applying the 5.0 percent

ROR to the $100 OCRB yields the $5 in earnings the company needs to repay its debt -

no less and no more. However, if a RCNRB were determined, through whatever means,

and that RCNRB were $200, then the company would be granted $10 (5.0% times the

$200 RCNRB) in rates to cover its cost of capital, or twice its need. This is surely unfair

to ratepayers. If the RCNRB happened to be $50 then the company would be granted

$2.50 (5.0% times the $50 RPNRB). This is surely unfair to the company. Only the

OCRB yields the correct earnings.13

14

15

16

Q~ When would a utility expect to be able to earn the cost of capital on its investment if

earnings were determined by multiplying the market-based ROR by the RCNRB?

17

18

19

20

A.

21

A utility would expect to be able to am the cost of capital on its investment if earnings

were determined by multiplying the ROR by the RCNRB only when the RCNRB is equal

to the OCRB. Windfall gains (losses) would result whenever the RCNRB is greater (less)

than the OCRB if the Commission multiplied the ROR by the RCNRB to determine

earnings.

22

23 Q-

24

25

On page 30 of his testimony Dr. Zepp states "...the Arizona courts require rates and

revenue requirements to be based on the fair value of the utility's property at the

time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at least, investors

J
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1

2

3

should expect that market prices for shares of common stock for utilities that have a

[fair value rate base] that is larger than the OCRB to exceed book values even if the

utility is earning no more than its cost of equity." Do you agree?

4 A.

5

6

7

8

9

No. A11 else equal, if a utility is expected to earn a book return on equity no more than its

cost of equity, investors should not expect the market price of that utility's common stock

to exceed book value - even if its earnings were determined by multiplying the ROR by a

RCNRB that was greater than its OCRB. Theoretically, rational investors have no reason

to drive the price of a utility's stock above book value if they expect that utility to earn a

book return on equity no more than its cost of equity, regardless of how earnings are

determined.10

11

12 Q- If Arizona-American's RCNRB was smaller than its OCRB and the market-based

13

14

ROR was multiplied by the RCNRB to determine earnings, would the Company

expect to be able to maintain its credit?

15 A.

16

17

18

19

No. For a utility to expect to maintain its credit there must be a relationship between

corporate earning power and the annual revenue requirement imposed by fixed charges on

the outstanding securities that were used to finance the OCRB.52 If a utility's earnings

were determined by multiplying a market-based ROR by a RCNRB that was less than its

OCRB, the utility would be unable to expect to pay Fixed charges on the outstanding

securities used to finance the OCRB. The utility would thus, be unable to maintain its20

21 credit.

22

23 Dr. Zepp correctly notes that under his recommendation prices paid by ratepayers may be

lower when the RCNRB is less than the OCRB, but fails to recognize that the utility24

52 Bonbright, James C., AlbeN L. Danielson, and David R. Karnerschen. Principles of Public Utilitv Rates. Public
Utilities Reports. Arlington, VA. 1988. pp. 225 - 226.

}
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2

would not expect to earn the cost of capital on its investment, and would be unable to

maintain its credit.

3

Q- Does Dr. Zepp make the same recommendation for other Arizona class A water4

5

6

7

8

9

10

11

12

A.

utilities?

No. On August 14, 2002, Dr. Zepp filed testimony in Docket No. W-01445A-02-0619 in

which he recommends a ROE to be used in setting rates for Arizona Water Company. He

does not recommend that ROE be applied to the reproduction cost of Arizona Water's

assets even though Arizona Water benefits from the same Arizona Constitution and court

decisions as Arizona-American.

Q-

13

Does Dr. Zepp offer any sound economic reason for applying the market-based ROR

to the RCNRB of a regulated utility to determine its earnings requirement?

14

15

16

17

18

19

A. No, Dr. Zepp does not offer any land of economic reasoning or theory to support the

application of a market-based ROR to the RCNRB to determine the earnings requirement

of a regulated utility. On pages 11 and 12 of his testimony Dr. Zepp states that he is not

an attorney and does not intend to present a legal opinion. Nevertheless, Dr. Zepp's

argument is based entirely on his legal interpretation of the Arizona Constitution and court

decisions.

20

21 VII. CONCLUSION

22 Q- Please summarize your recommendations.

23

24

A.

25

Staff recommends the Commission adopt a 9.7 percent ROE, a 4.61 percent cost of debt,

and a 6.6 percent ROR. Staff recommends that the ROR be multiplied by the OCRB to

determine the earnings requirement. Staff recommends the Cornrnission give little weight

.



Direct Testimony of Joel M. Reiter
Docket Nos. WS-01303A-02-0867 et seq.
Page 67

1

2

to the testimony of the Company's witness Dr. Thomas Zepp. Staff disagrees with his

methods and his estimates are not representative of current costs of equity.

3

4 Q- Does this conclude your direct testimony?

5 A. Yes, it does.

I
I
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EXECUTIVE SUMMARY
JOEL M. REIKER

DOCKET no. WS-01303A-02-0867

The sulTebuttal testimony of Staff witness Joel M. Reiter addresses the following issues:

Updated rate of return ("ROR") recommendation Staffs updated ROR recommendation is 6.5 percent,
based on a 9.0 percent return on equity ("ROE"), and a 4.8 percent cost of debt. Staffs updated capital
structure consists of 60.1 percent debt and 39.9 percent equity.

Response to the rebuttal testimony of Company witness Thomas M. Zepp .-
testimony of Thomas M. Zepp :

Staff responds to the rebuttal

Dr. Zepp's exclusive reliance on analysts' forecasts of earnings per share ("EPS") growth and
retention ("Br") growth in his discounted cash flow ("DCF") analysis is inappropriate because it
assumes that investors ignore other information such as past growth.

Dr. Zepp's expected infinite annual dividend growth rate in his DCF analysis is unreasonable
because, based on past gross national product ("GDP") growth, it assumes water utility industry
earnings will grow faster than the overall economy, forever.

The Commission should not rely on Dr. Zepp's restatement of Staffs constant-growth DCF estimate
because it ignores dividends per share ("DPS") growth. The constant-growth DCF formula is
predicated on dividend growth.

The Commission should not rely on Dr. Zepp's restatement of Stsffs multi-stage DCF estimate
because Dr. Zepp misapplies Value Line projections, and his assumptions be speculative.

The Commission should not rely on interest rate "projections" made by professional analysts because
"the direction of interest rates cannot be predicted any better than by a flip of a coin." Analysts who
project interest rates do not have any more information than what is already reflected in the current
rate.

Corporate bond yields cannot be used to imply meaningful equity risk premiums because a corporate
bond contains some default risk which is diversifiable, therefore the investor's expected rate of return
is lower than the bond's yield to maturity. All risk comparisons should be to default~free government
bonds. , "

The CAPM adopted by Staff and RUCO conforms to the original CAPM developed by Nobel
laureate Professor William Sharpe. It is the version most widely used by companies and it is more
popular than any other method of estimating the cost of equity among firms.

The Endings of CAPM tests that found the zero-beta return to be higher than the return on U.S.
Treasuries cannot be appropriately applied to Staffs CAPM.

The Commission should not rely on Dr. Zepp's "risk premium" method because it is very subjective
and not preferred to the CAPM. Further, Staff has concerns with the quality of the data Dr. Zepp
relied on in his second risk premium study.

Mr. Reiter also responds to the rebuttal testimonies of Company witnesses David Stephenson and
intervenor Walter W. Meek.
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Surrebuttal Testimony of Joel M, Reeker
Docket No. WS-01303A-02-0867 et seq.
Page 1

1

1 INTRODUCTION

2 Q- Please state your name and business address.

3 A.

4

My name is Joel M. Reiter. My business address is 1200 West Washington Street,

Phoenix, Arizona 85007.

a

Q- Are you the same Joel M. Reiker who previously filed direct testimony in this

proceeding?

A. Yes.

Q- What is the purpose of your surrebuttal testimony?

5

6

7

8

9

10

11

12

A.

13

The purpose of my surrebuttal testimony is to provide Staff's updated rate of return

("ROR") recommendation. I also respond to criticisms of Staffs direct testimony

contained in the rebuttal testimony of Thomas M. Zepp, and I respond to company witness

David Stephenson and intervenor Walter W. Meek.

1.

Q-

UPDATED RATE OF RETURN RECOMMENDATION

Is Staff updating its ROR recommendation? \

14

15

16

17

18

19

20

21

22

A. Yes. Staff is updating its ROR recommendation based on its updated return on equity

("ROE") recommendation, updated cost of debt recommendation, and updated capital

structure recommendation - all of which are discussed in detail in this testimony.

Q. What is Staff's updated ROR recommendation?

23 A.

24

Staff's updated ROR recommendation is shown in Schedule JMR-S8. Staffs updated

ROR recommendation is also shown below:
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1 Table 1

Cost
Weighted

CostWeight
60. 1 %
39.9%

4.8%
9.0%

2.9%
3.6%

Long-term Debt
Common Equity
Cost of Capital/ROR 6.5%

2

3

4

Staff addresses its updated ROE recommendation in the next section and its updated

capital structure and cost of debt in section IV. .

5

6

7

11. UPDATED COST OF EQMTY ESTIMATES

What is Staff's updated ROE recommendation?Q-

8 A.

9

10

11

12

13

14

Staf fs updated ROE recommendation is 9.0 percent. Staf fs updated ROE

recommendation of 9.0 percent is based on its updated estimate of the cost of equity to the

sample water companies, which is 8.5 percent. As in its original ROE recommendation,

Staff is adding 50 basis points to its updated estimate to account for Arizona-American's

capital structure, which reflects greater financial risk compared to the sample water

companies. Staff' s updated cost of equity analysis is shown in Schedules JMR-Sl through

JMR-S15. The results are also shown in the following tables:

15

16

.4

Table 2: Sample Water Companies

Model
Discounted Cash Flow
Capital Asset Pricing Model
Average

Average
Estimate

9.0%
8. 1%
8.5%

17
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1

1 Table 3: Sample Gas Companies

Model
Discounted Cash Flow
Capital Asset Pricing Model

Average
Estimate

9.8%
8.8%
9.3%

2
e

3

4

5

6

Staff updated its DCF and CAPM estimates of the cost of equity to the sample water

companies and sample gas companies with current information from Value Line and

market data of September 25, 2003 .

7

8

9

10

As shown in the above tables, the average estimate of the cost of equity to the sample

water companies has decreased by 70 basis points and the average estimate of the cost of

equity to the sample gas companies has decreased by 100 basis points.

11

12

13

14

As mentioned on pages 34 - 35 of Staff' s direct testimony, the sample gas companies are

riskier than the sample water companies in terms of market risk. Based on Staff' s updated

CAPM analysis, the cost of equity to the sample gas companies is approximately 70 basis

points higher than the cost of equity to the sample water companies.15

16
q

17 111. RESPONSE TO THE REBUTTAL TESTIMONY OF THOMAS M. ZEPP

18

19 Q.

20

21

22

Lack of Perspective

On page 3 of his rebuttal testimony Dr. Zepp states that the cost of equity estimates

made by Staff and RUCO "lack perspective." (See rebuttal testimony of Thomas M.

Zepp. p. 3 at 9.) In support of his claim Dr. Zepp offers Rebuttal Table 1, in which

he apparently shows that the sample water companies have authorized ROEs that

23 are higher than what Staff  and RUCO recommend. (See rebuttal testimony of

? K J
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1

1

2

Thomas Zepp. P. 3 at 7 - 13.) Does Dr. Zepp's Rebuttal Table 1 provide any useful

information to the Commission?

3 A.

4

5

6

7

8

9

10

11

12

13

14

15

16

No, it does not. Dr. Zepp has essentially resorted to relying on the comparable earnings

method of estimating the cost of equity. twill explain in more detail why the Commission

should not rely on the comparable earnings method in responding to the rebuttal testimony

of Walter Meek. However, it should be noted here that in Staffs direct testimony I

provided a quote from Professor Laurence Booth of the Rot ran School of Management at

the University ofToronto. Professor Booth simply points out the well known fact that

"Theoretically, there is no question whatsoever that a market-to-book ratio of 1.50

indicates that the [cost of equity] is less than the [allowed rate of return on equity]."

Professor Booth has never even come across a company witness who~would disagree with

this basic proposition. The sample water companies have an average market-to-book

ratio of 2.3 and the sample gas companies have an average market-to-book ratio of 1.7.

Therefore, Dr. Zepp's comparable earnings analysis cannot be relied upon as a reasonable

gauge of the current cost of equity, and neither can his risk premium studies which rely on

authorized and earned book/accounting returns.

17

18 Q- Do the cost of equity estimates made by Staff represent fair returns?

19 A.

20

Yes. I will explain in more detail why Staff' s recommended returns represent fair returns

in responding to the rebuttal testimony of Walter Meek.

21

1

1 Booth, Laurence. "The Importance of Market-to-Book Ratios in Regulation.
1997. pp. 415 -425.

3) NRRI Quarterly Bulletin. Winter
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1 The DCF Method

2 Sample Selection

3 Q-

4

5

6

7

8

On page 8 of his rebuttal testimony Dr. Zepp states that Connecticut Water still

appears to be a merger or acquisition candidate and should not be included in a

sample to estimate DCF equity costs. On page 9 Dr. Zepp claims th t with such a

"super-inflated stock price," dividend yield and DCF cost of equity estimates for

Connecticut Water will be biased downwards. (See rebuttal testimony of Thomas M.

Zepp. P. 9 at 10 - 11.) Does this appear to be the case?

9 A.

10

11

12

No. Chart S1 shows annual dividend yields for each sample water company over the past

ten years. As the chart shows, Connecticut Water's (CTWS) dividend yield appears to be

in line with the rest of the sample water companies. In fact, Philadelphia Suburban (PSC),

and not Connecticut Water, has seen its dividend yield decrease more than the other

13 sample water companies.

14

15

16

CMM 51: Amu al Divfdaad Yids of Sample Water Co.s

17
J

18
1

19

98"-. _

..._~;,-_
' .f

.__ . ,

20
. w uss

"'°-
PSC

21

1a01~; -
s.o*a l

898, l

mea I

5.01% -
Ana; l

4-.04 I
3J394 I

*un-
1.8=:a -
9.09% I I

1983 1994 1995 1955 1997 19.93
4 1 | I I l | I I

1999 :mo :om 2832 281138-

22

23

24 Additionally, DCF cost of equity estimates for Connecticut Water do not appear to be

25 biased downwards. Staffs original DCF cost of equity estimate for Connecticut Water is
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I

1

2

8.72 percent and Staff' s updated DCF cost of equity estimate for Connecticut Water is

8.52 percent

3

4 Q.

5

6

7

8

9

On page 11 of his rebuttal testimony Dr. Zepp criticizes Staffs statement that, based

on i ts  CAPM analysis,  the cost  o f  equity to  the sample gas .companies is

approximately 100 basis points higher than the cost of equity to the sample water

companies, based on the difference in market risk. Dr. Zepp states that the 100 basis

points "overstates the general dif ferential between beta risk for these types of

utilities." (See rebuttal testimony of Thomas M. Zepp. p. 11 at 22 - 24.) Please

10 l°€spolld.

11 A.

12

13

14

15

As mentioned in the previous section, according to Staff' s updated CAPM (which utilizes

adjusted betas published by Value Line) the cost of equity to the sample gas companies is

approximately 70 basis points higher than the cost of equity to the sample water

companies. However, contrary to what Dr. Zepp claims, this 70 basis point differential

actually understates the general differential in risk for these types of utilities suggested by

16 a more relevant beta calculation. This is because, as mentioned on pages 34 35 of

17 Staffs direct testimony, betas published by Value Line have been "adjusted" for their

18 presumed tendency to converge toward 1._0, The adjustment process pushes high betas
"I

19

20

down toward 1.0 and low betas up toward 1.0. However, Professor William Sharpe, one

of the Nobel Laureates who developed the CAPM, states in his text Investments that it

makes more sense to adjust beta toward the industry mean beta, rather than 1.0:21

22
23
24
25
26
27
28

Information of the type shown in Table 15.5 can be used to adjust
historical betas. For example, the knowledge that a corporation is
in the air transport industry suggests that a reasonable prior
estimate of the beta of its stock is 1.8. Thus, it makes more sense
to adjust its historical beta toward a value of 1.8 than to 1.0, the
average for all stocks, as was suggested in equation (l5.9).3

2 Average of constant growth and multi-stage DCF estimates.
3 Sharpe, William F., Gordon J. Alexander. Investments. 4th edition. Prentice Hall. Englewood Cliffs, NJ. 1990.
431.
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i

l

2

3

Relying on raw (unadjusted) betas for the sample water and gas companies of .37 and .53,

respectively, suggests that the cost of equity to the sample gas companies is 120 basis

points higher than the cost of equity to the sample water companies,4

4

5 Q.

6

7

8 A.

9

10

11

On page 10 of his testimony Dr. Zepp questions why Staff did not include South

Jersey Industries in its sample of gas utilities. (See rebuttal testimony of Thomas M.

Zepp. p. 10 at 1 - 4.) Does Staff have a response?

Yes. Staff did not include South Jersey Industries in its sample of gas utilities for the

same reason Dr. Zepp did not include it in bis sample. That is, at the time Dr. Zepp

prepared his direct testimony, South Jersey Industries only had 55 percent of its revenues

from gas operations.

12

13 The Superiority of Spot Yields

14 Q.

15

16

O11 page 12 of his rebuttal testimony Dr. Zepp defends his use of an average dividend

yield rather than the spot yield in his DCF analysis. Are any of the reasons Dr.

Zepp offers for using an average yield, rather than a spot yield, valid?

17 A.

18

19

20

21

No. As stated in Staff' s direct testimony, there is no point in "smoothing" stock prices for

use in a model that assumes perfect markets.5 Even in its weakest form, the efficient

markets hypothesis ("EMH") implies that past rates of return and other historical market

data should have no relationship with future rates of return - security prices follow a

"random walk". In other words, the best forecast of tomorrow's yield is simply today's

22 yield.

23

4 The basis point difference is calculated as the difference between risk premiums calculated with raw betas of .37
and .53.
5 Myers, Stewart C. "The Application of Finance Theory to Public Utility Rate Cases." Bell Journal of Econommics
and Management Science. Spring 1972. p. 73.
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1 Q.

2

3

4 A.

5

6

7

8

How does Staff respond to Dr. Zepp's statement au page 12 of his rebuttal testimony

that "spot yields provide a false sense of accuracy and should not be used to estimate

DCF equity costs?" (See rebuttal testimony of Thomas M. Zepp. P. 12 at 11 - 12.)

His statement is incorrect. In Staff s direct testimony I cited a 1996 Public Utilities

Fortnightly article by Steven Kihm. In that article Mr. Kihm reported the results of his

empirical analysis of utility bond yields and electric utility dividend yields from 1954 to

1993. The results of his study of historical average and spot dividend yields were

qualitatively identical to his results for bond yields:

9

10

11

12

13

14

By all accuracy measures, the spot forecast outperforms the
forecasts based on historic averages. The spot forecast is also
dominant in terms of volatility reduction. And we see clearly the
longer the averaging period, the worse the forecasting method by
any measure.

15

16

17

18

19

20

21

Averaging historical stock prices for use in the D1/P0 component of the DCF model

incorrectly assumes that future prices are likely to revert to some historical mean.

Relevant research suggests that this simply is not the case for stock prices and other data

used in business. Company witness David Stephenson recognizes this concept on pages

25 -. 26 of his rebuttal testimony when he criticizes Staff for applying an interest rate of

1.30 percent, rather than 1.28 percent (the most current cost), to the Company's Maricopa

County bonds. x. 1.

22

23 Dividend Growth

24 Q-

25

On page 13 of his rebuttal testimony Dr. Zepp responds to Staff's direct testimony at

page 40, line 1. Does Dr. Zepp misquote Staffs direct testimony?

26 A.

27

Yes. Dr. Zepp states that Staff testifies that he places "exclusive reliance on analysts'

forecasts of near-term earnings growth." (See direct testimony of Thomas M. Zepp. P. 13

28 at 21 22.) Dr. Zepp argues. that he did not do that. Staff agrees with him. The actual
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1

2

3

4

quote from page 40, line l, of Staffs direct testimony states that Dr. Zepp places

"exclusive reliance on analysts' forecasts in his DCF analysis." Dr. Zepp relies

exclusively on analysts' forecasts of earnings per share ("EPS") and sustainable growth in

making his DCF cost of equity estimates.

5
z

6 Q. Is Dr. Zepp's exclusive reliance on analysts' forecasts of EPS growth and sustainable

7 growth appropriate?

8 A.

9

10

No. Dr. Zepp's exclusive reliance on analysts' forecasts of EPS growth and sustainable

growth in his DCF analysis is inappropriate because it assumes that investors ignore other

information such as past growth.

11

12

13

14

Dr. Zepp agrees that forecasts of EPS vary directly with ROE forecasts. (See rebuttal

testimony of Thomas M. Zepp. P. 15 at 7 - 8.) Therefore, to the extent analysts' forecasts

of near-term EPS growth are overly optimistic, so are analysts' forecasts of sustainable

15 (fl growth.

16

17 Q-

18

19

20

21

22 A.

23

On page 15 of his rebuttal testimony Dr. Zepp states that he "did an analysis of

Value Line ROE forecasts for gas distribution companies in 1999 and found that

in real terms (i.e., forecasts adjusted for the difference in expected and actual

inf lation) Value Line ROE forecasts for gas distribution utilities were unbiased."

(See rebuttal testimony of Thomas M. Zepp. p. 15 at 1 .- 6.) Please comment.

The "analysis" Dr. Zepp refers to appears to be an analysis made by a consultant for the

Northwest Industrial Gas Users association named James Rothschild. Mr. Rothschild

24

25

26

27

found Value Line ROE prob sections for Gas utilities to be biased upwards by 1.3 percent

during the period 1977 to 1994. Dr. Zepp adjusted the data in Mr. Rothscliild's study to

account for expected and actual inflation. Interestingly, in rebuttal testimony in Oregon

docket UG-l32, Dr. Zepp criticized Mr. Rothscliild's study for various reasons and stated
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l

2

3

that it "proves nothing" (page 42 at 11). in discussing the results of his own modifications

to Mr. Rothschild's analysis, Dr. Zepp stated that they "may be more due to serendipity

than to any other cause" (page 44 at 5 - 6.)

4

5

6

7

8

Regardless of the results of Mr. Rothschilds' analysis, Dr. Zepp relies on Value Line's

nominal, not real, ROE forecast, and ultimately recommends a nominal, not real, return

on equity. Therefore, to the extent Value Line ROE forecasts remain overly optimistic,

Dr. Zepp includes this bias in his DCF estimate.

9

10 Q-

11

12

13

14

15

On page 14 of his rebuttal testimony Dr. Zepp responds to the quote Staff provided

from Professor Myron Gordon in a Keynote Address he gave in 1998, in which he

cited the Federal Energy Regulatory Commission's ("FERC") decision to use an

average of security analysts forecasts of short-term earnings growth and past growth

in gross national product ("GNP"). In Response to that quote, Dr. Zepp attempts to

restate Staffs constant-growth DCF estimate. Is his restatement valid?

16 A.

17

18 Second, in the

19

20

21

22

No. First, Dr. Zepp has simply plugged the historical average rate of growth in gross

domestic product ("GDP") into "g" in Staff' s constant-growth DCF analysis. This does

not conform to the FERC method as described by Professor Gordon.

speech cited by Staff Professor Gordon was offering his judgment on whether relying on

a short-term forecast of earnings growth alone, or its average with a typically lower figure,

provides a more reasonable figure. Professor Gordon did not address the reasonableness

of the various indicators of dividend growth used by Staff in its constant growth DCF

23 analysis.

24

25 Q-

26

27

Does Staff have any comments on Dr. Zepp's own DCF estimates with respect to

GDP growth that reveal the unreasonableness of his own expected dividend growth

rate?
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1 A. Yes. According to his Update Table 13, Dr. Zepp's estimate of the expected dividend

2

3

4

5

6

7

growth rate in his DCF analysis is 7.0 percent. All else equal, assuming an expected

dividend growth rate in the constant-growth DCF model that is higher than the rate of

growth in GDP essentially assumes that water utility industry earnings will grow faster

than the overall economy - forever.6 Wharton School finance professonleremy Siegel

discusses this concept in his book Stoelcsfor the Long Run. On page 113 of Sroc/csfor the

Long Run Professor Siegel discusses the ratio of after-tax corporate profits and

incorporate business profits to national income:8

9

10

11

12

13

14

15

16

Although both these ratios fluctuate with the business cycle, it
should be apparent that neither could grow faster than national
income in the long run. If this occurred, it would imply that the
owners of capital would receive an ever~increasing portion of the
economic pie, and therefore, labor would receive an ever-shrinldng
portion. Such a development would be a recipe for social unrest
and raise calls for government action to redress such a trend.7

17

According to the January 268h, 2002, edition ofThe Economist:18

19
20
21
22
23
24
25
26
27

Much of the surge in borrowing in the late 1990s may have been
based on overly optimistic forecasts for income. Last year saw the
biggest fall in profits since the 1930s. Even when the economy
recovers, profits are unlikely to grow at the double-digit annual
rate that has come to be expected by many investors and
borrowers. Over the long term, profits cannot grow faster than
nominal GDP, which is unlikely to rise by more tan 5-6% a year.8
(emphasis added) 1

28

29

30

31

The following table shows Dr. Zepp's constant-growth DCF estimate adjusted to reflect

the above information. Staff has simply substituted Dr. Zepp's 7.0 percent expected

dividend growth rate with a more reasonable 5.5 percent expected dividend growth rate, as

suggested by The Economist:

f

6 This assumes water utilities do not become net purchasers of shares into the infinite future, which is unlikely.
7 Siegel, Jeremy I.Stocks for the Long Run. Third edition. McGraw~Hil1, New York. 2002. p. 113.
8 "Dicing with Debt - Special Report." The Econom z3t. January 26, 2002. pp. 22 .- 24.
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1 Table 4

D1/Po

3.5%

+
+

g
5.5%

k
9.0%

2

3 Q.

4

5

6

On pages 43 to 44 of his rebuttal testimony Dr. Zepp states that investors "would

realize the forecasts of slow near-term growth of DPS and past slow growth in DPS

are the result of actions taken by the utilities to prepare for the future and that such

differential growth in EPS and DPS allows higher dividend growth in the future."

7 3.) Does

8

(See rebuttal testimony of Thomas M. Zepp. p. 43 at 26 and p. 44 at 1

Staff necessarily agree?

9 A. No. It is more reasonable to interpret dividend growth as conveying management's

10

l l

12

13

14

assessment of prospects for future earnings. Therefore, the obvious reason for DPS

growth to be slower than EPS growth is management's lack of confidence that extremely

high earnings growth can be sustained into the indefinite future, as Dr. Zepp assumes. On

pages 36 and 40 of his rebuttal testimony Dr. Zepp recognizes Professor William Sharpe

as an authority. On page 419 of his text InvestmentsProfessor Sharpe states :
15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

Both interviews with corporate executives and empirical analyses
of financial data indicate that most firms have a target payout ratio
that changes relatively little Horn year to year. Such a value
represents a desired ratio of dividends to earnings over some
relatively long period. AlternatiVely, it may be thought of as a
target ratio of dividends to long-run or sustainable earnings.

Few firms attempt to maintain a constant ratio of dividends to
current earnings, since at least some of the variation in earnings
from year to year is likely to be transitory. Moreover, since many
corporate executives appear to dislike cutting dividends, regular
payments are often increased only when management believes it
will be relatively easy to maintain the new, higher level in the
Nature...9 (emphasis added)

30

31

To the extent that dividend growth conveys management's assessment of prospects for

future earnings, the sample water companies are not necessarily confident that EPS can

9 Sharpe, William F, Investments. 3111 edition. Prentice-Hall. Englewood Cliffs, NJ. 1985. p.419.
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I

2

grow indefinitely at the inflated rate Dr. Zepp assumes. Therefore, it is imperative to

consider DPS growth in combination with other factors.

3

4 Q. On page 44 of his rebuttal testimony Dr. Zepp presents his Rebuttal Table 6, which

5 shows that in the years 1997

6

2002, average prices for water utility stocks have

increased faster than EPS, DPS and book values. Dr. Zepp draws the conclusion

7

8

9

that investors expect more rapid growth in the future, otherwise they would not bid

up the price of the stock. (See rebuttal testimony of Thomas M. Zepp. p. 44 at 4 - 9.)

Does Staff necessarily agree?

10 A.

11

12

13

14

15

16

17

No. Staff does not agree that the only reason investors would bid up the price of a stock is

because they expect more rapid growth in the future. For example, it is logical to expect

investors to bid stock prices up as the return they require for purchasing such stock (i.e.

the cost of equity) falls. This is because the price for a security varies inversely with its

required return, other things equal. In Section III of Staffs direct testimony I provided

Charts l and 2 which showed how interest rates and capital costs in general, have

declined. Chart SO, shown below, graphs average 5- and 10-year Treasury yields over the

same period covered in Dr. Zepp's Rebuttal Table 6 (1997 - 2002):

18 1
I

»i

19
Chart s z Average 5- and 113. YearTaeas.ury
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20
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26

27

The decline in interest rates shown in Chart SO combined with the increase in average

prices for water utility stocks reported by Dr. Zepp makes perfect sense, as interest rates,
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1

2

and capital costs in general, have decreased, so has the average cost of equity to the

sample water companies.

3

4 Q-

5

Does the Gordon, Gordon, and Gould ("GG&G") article cited by Dr. Zepp support

his argument that past DPS growth should not be included in a DCFcost of equity

6

7 A.

8

analysis? 1

No, it does not. Dr. Zepp uses the GG&G article to support his position to exclude past

DPS growth in a constant-growth DCF analysis. (See rebuttal testimony of Thomas M.

9 6.) The GG&G article simply concluded that

10

11

Zepp. p. 44 at 18 - 26 and p. 45 at l

analysts' forecasts of growth in EPS outperformed past BR (retention) growth, past DPS

growth, and past EPS growth during the period of their study. The following quote from

the GG&G article gives perspective:12

13

14

15

16

For our sample of utility shares, [forecasts of earnings growth]
performed well, with [past BR growth], [past DPS growth], and
[past EPS growth] a distantfourth 0 (emphasis added)

17

18

The GG&G article concluded that the worst performer was past EPS growth, not past DPS

growth, and that past EPS growth was distant in its inferiority.

19

20 Q-

21

22

How does Staff respond to Dr. Zepp's statement on page 45 of his rebuttal testimony

that, to the extent analysts have already taken historical growth into account in their

(See rebuttal testimony of

23

24 A.

25

26

forecasts, Staffs approach double-counts the past?

Thomas M. Zepp. p. 45 at 12 .- 14.)

As stated on page 40 of Staff" s direct testimony, Staff agrees that professional analysts

may have considered past growth in their forecasts. However, the appropriate growth rate

to use in the DCF formula is the dividend growth rate expected by investors,not analysts.

10 Gordon, David A., Myron J. Gordon, Lawrence I. Gould. "Choice Among Methods of Estimating Share Yield.
The Journal of Por{7'oIio Management. Spring 1989. p. 54.

as
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'7

Therefore, the reasonable assumption that investors rely, to some extent, on past growth in

addition to analysts' forecasts, warrants consideration of both.

3

4 Dr. Zepp '5 Restatement of Stajj"s DCF Estimates

\

5 Q-

6

7

8

9

10

On pages 46 - 47 of his rebuttal testimony Dr. Zepp attempts to show that past DPS

growth and near-term forecasts of DPS growth would not be considered by investors

by conducting an ad hoc analysis of Staff's expected dividend yields and past and

forecasted DPS growth rates. He calculates constant-growth DCF estimates ranging

from 6.0 percent to 7.2 percent. Should the Commission give this portion of Dr.

Zepp's rebuttal testimony any weight?

11 A.

12

No. This portion of Dr. Zepp's rebuttal testimony should be given no weight by the

Commission for several reasons. First, Dr. Zepp implicitly assumes that authorized ROEs

13 equal equity costs. This assumption is incorrect. Staff has already addressed the problems

51 of its14

15

associated with assuming authorized ROEs equal equity costs on pages 50 -

direct testimony. Second, Dr. Zepp relies on forecasts of Baa corporate bond rates. Staff

16

17

18

19

20

21

22

23

24

has already explained why the Commission should not rely on interest rate "forecasts" on

pages 49 - 50 of its direct testimony. Third, Dr. Zepp again makes the fatal mistake of

comparing the rate on Baa corporate bonds to the cost of equity. Staff has already

explained why corporate bond yields cannot be used to imply meaningful equity risk

premiums on pages 51 -- 52 of its direct testimony. Fourth, Dr. Zepp adds Staffs past and

forecasted DPS growth rates to the expected dividend yield to arrive at constant-growth

DCF cost of equity estimates ranging from 6.0 percent to 7.2 percent. This procedure is

inappropriate because Staff does not rely solely on DPS growth in its constant-growth

DCF analysis, nor does Staff suggest that rational investors rely solely on DPS growth

25 This portion of Dr. Zepp's testimony constitutes a straw man

26

when pricing stocks.

argument and should be given no weight by the Commission.
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1

2 Q. How does Dr. Zepp modify Staffs multi-stage DCF analysis?

3 A.

4

5

6

Un pages 47 - 50 of his rebuttal testimony Dr. Zepp modifies Staffs multi-stage DCF

analysis by injecting a supernormal growth stage between the inst and second stages of

growth. He assumes that investors expect this supernormal growth to occur during years

2007 .. 2016.
F

7

8 Q- Are his modifications appropriate?

9 A. No. His modifications are not appropriate for two reasons. First, Dr. Zepp assumes that

10

11

12

13

investors would use Value Line's projected retention ("Br") growth rate to project

dividends in 2007 and 2008. This is inappropriate because Value Line already projects

DPS growth in those years. Investors relying on a multi-stage DCF model would use

information concerning DPS growth to the greatest extent possible in the first stage.

14

15

16

17

18

19

20

Second, Dr. Zepp takes Value Line's projected Br growth rate for 2006 .. 2008 and

misapplies it to years 2009 - 2016. Value Line does not project growth for the years 2009

2016, and Dr. Zepp's perpetual growth rate does not begin until the year 2017.

Therefore, inserting a prob acted Br growth rate for the years 2006 - 2008 into years 2009 -

2016, before starting the perpetual growth rate in 2017, is speculative. The Commission

should give no weight to Dr. Zepp's restatement of Staffs multi-stage DCF analysis.

21

22 Dr. Zepp's "Risk Premium" Method

23 Forecasted Interest Rates

24 Q-

25

Should interest rate "projections" made by professional analysts be relied on to

estimate the cost of equity? .
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l A.

2

3

4

5

6

7

No. krterest rate prob actions made by professional analysts should not be relied on for the

same reasons average stock prices should not be used to calculate expected dividend

yields in a DCF analysis. As stated above, the best forecast of tomorrows yield is simply

today's yield. According to the article cited in footnote 26 of Staff" s direct testimony,

"professional forecasts of financial variables are notoriously unreliable and appear to be

getting worse, not better, over time." "The direction of interest rates [bond yields] cannot

be predicted any better than by the flip of a coin."11

8

9 Q.

10

11

How does Staff respond to Dr. Zepp's testimony and illustration shown on page 20,

lines 12 .-- 20 of his rebuttal testimony, in which he suggests that the relevant rate to

determine the cost of equity "when setting tariffs that will not be authorized until

2004" is a forecasted rate?12

13 A. Dr. Zepp's statement is inconsistent with his testimony on page 12 of his rebuttal

14

15

16

17

18

19

20

21

testimony where he agues for the use of a historical average divideNd yield in the DCF

formula. Dr. Zepp argues simultaneously for forecasted interest rates in the CAPM and

historical prices in the DCF formula. Further, Dr. Zepp's argument ignores the fact that

the purpose of Staffs analysis is to estimate the current cost of equity to Arizona-

American. The Commission may very wet_l make an estimate of the current cost of equity

on the day an order is issued in this proceeding, However, the Commission should not

rely on a forecasted rate that was likely predicted with no more accuracy than that of a

coin toss.

22

23 Baa Bond Rates vs. Treasuries

24 Q. Can corporate bond rates be used to imply meaningful equity risk premiums?

11 Kier, Steven G, "The Superiority of Spot Yields in Estimating Cost of Capital." Public Utilities Fortnightly.
February 1, 1996. pp. 42 -- 45.
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1 A.

2

3

4

No. Corporate bond rates cannot be used to imply meaningful equity risk premiums

because a corporate bond contains some default risk which is diversifiable, therefore, the

investor's expected rate of return is lower than the bond's yield to matL1rity.'2 That is why

Professor Booth states that all risk comparisons should be to default-free government

5

6

bonds.13 As mentioned previously, Dr. Zepp recognizes Professor William Sharpe as an

diagram is reproduced from Professor Sharpe's textauthority, The following

Investments:14

J'

7

8

9
Figure S1: Yield-to-Maturity for a Risky Bond

12% 494: Promised Yield~to-maturity

10
Default Premium-

we *
Q E I T 8

' r e g  " .

a=».§5F§.»§i£'.<f-§=

11
9% Q Expected yaesu.fu-r.1aturny

Risk Premium
12

13
8% 4 Yield-tn-m atmiy nm a Default-Free

Band of Comparable Maturity

14 Def au It-Free Rate -

15

16

17

18

19

20

21

22

As shown in Figure Sl, the promised yie1d;to-maturity is 12 percent. However, due to

high default risk the expected yield-to-maturity is only 9 percent. The difference, 300

basis points, is the default premium. The default premium shown in Figure S1 represents

that portion of default risk which is diversifiable, or unsystematic. Investors do not

require additional return to compensate for unsystematic risk. Professor Sharpe agrees

that expected returns should be compared to expected returns on page 335 o f lnvestmentsz23

24
25
26

As discussed in previous chapters, it is useful to compare the
expected return of a security with the certain return on a default-

12 Weston, J. Fred, Thomas E. Copeland. Managerial Finance. The Dryden Press. 1986. Chicago. pp. 434 - 435.
Ly Booth. pp. 415 - 425.
"' Sharpe. 1985 p, 335.
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1

1

2

3

4

5

6

7

8

9

10

free instrument. In an efficient market the difference will be
related to the relevant [systematic] risk of the security. For stocks
the expected holding-period return over a period of a year or less is
commonly compared with the yield of a Treasury Bil! of the
appropriate maturity.

The traditional approach with bonds contrasts expected yield-to-
maturity with that of a default-free bond of roughly comparable
maturity. Any Terence is the bond 's risk premium.15 (emphasis '
added)

11

12

13

Consequently, Dr. Zepp's "risk premium" is not a risk premium as defined by Professor

Sharpe. It is simply the difference between a "promised" yield-to-maturity and some

other figure such as accounting/book returns or commission decisions.

14

15 Q~

16

17

On page 22 of his rebuttal testimony Dr. Zepp presents his Rebuttal Table 2, which

shows that the spread between Baa corporate bond rates and 10-year Treasury rates

during the last two years is 50 percent higher than the average spread from 1982 to

18

19

1998. Dr. Zepp states that the higher yield spread today creates a problem. (See

rebuttal testimony of Thomas M. Zepp. p. 22 at 21 _ 24.) Please comment.

20 A.

21

Dr. Zepp suggests that the fact that there was a larger spread between Baa corporate bond

1998, a cost ofrates and Treasury rates in the last two years than in the period 1982

22

23

24

25

equity estimate produced by a risk premium.method such as his will be understated.

However, the larger spread between Baa corporate bond rates and Treasury rates may

logically be due to increased unsystematic default risk for Baa's on average, thus

overstating the costof equity.

26

27 Q.

28

29

On page 23 of his rebuttal testimony Dr. Zepp presents his Rebuttal Table 3, which

he claims shows that Baa bond rates are preferred to Treasury rates when making

risk premium estimates. What is the analysis shown in his Rebuttal Table 3?

15 Sharpe. 1985. pp. 335 -- 336.
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1 A.

2

3

4

5

6

7

8

In the data supporting his Rebuttal Table 3 Dr. Zepp regresses the 454 commission ROE

decisions he used in his second risk premium analysis on (1) Baa corporate bond rates and

(2) l0-year Treasury rates, during the period 1982 to 2002. The R2 of his regressions are

.845 and .820 for Baa corporate bonds and 10-year Treasuries, respectively. For the most

recent four-year period the RE of his recessions are .183 and .089 for Baa corporate bonds

and 10-year Treasuries, respectively. Dr. Zepp claims that his results show that Baa

corporate bond rates do a better job of explaining the level of equity costs than do l0-year

Treasuries.

9

10 Q- Can the regression analysis supporting Dr. Zepp's Rebuttal Table 3 be relied on?

11 A.

12

No. The regression analysis supporting Dr. Zepp's Rebuttal Table 3 cannot be relied on

for two reasons. The first reason is related to the way he ran his regression, the second

13 reason is related to the type of regression he ran.

14

15 Q- Please explain the first reason Dr. Zepp's analysis should not be relied on.

16 A.

17

Dr. Zepp's analysis should not be relied on because Staff has concerns with the manner in

which he ran his regressions. For example, in some months (December l982) he regresses

18 as many as 21 commission ROE decisions against the same interest rate. in other months
4

19

20

21

there are simply no data, and most interesting of all, there are no data for the six-year

period between October 1983 and January 1990. Dr. Zepp has not explained why this data

is missing from his analysis.

22

23

24

25

26

On page 23, lines 5 - 6 of his rebuttal testimony Dr. Zepp states that this data is the same

data from Table 22 of his direct testimony (his second risk premium analysis). Staff was

not aware of this work paper prior to the writing of this testimony. To the extent that the

data supporting Dr. Zepp's Rebuttal Table 3 is the same data he relied on in his second
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r

1

2

risk premium analysis, his use of such data is inefficient at best, and is yet another reason

the Commission should not rely omit.

3

4 Q- What is the second reason Dr. Zepp's analysis cannot be relied on"

5 A.

6

7

The second reason Dr. Zepp's regression cannot be relied on is what is known as positive

autocorrelation, which Staff found in his regression. When positive autocorrelation is

present, the validity of the regression is questionable.6

8

9 Q_

10

Even if Dr. Zepp's regression analysis was valid would it prove anything about the

relationship between interest rates and the cost of equity?

11 A. No. This is because his analysis in no way examines the cost of equity. Rather, it

12

13

14

15

considers ROE decisions made by various commissions at various points in time in the

early 19805 and then again in the more recent period since 1990. The capital markets

determine the cost of equity, not state commissions. Further, this Commission has no way

of knowing how these other cases were resolved. Allowed returns often reflect various

16

17

incentives and disincentives put into place by each state commission for various purposes

which likely do not, and would not, apply to Arizona-American.

18

19 The CAPM

20 Q.

21

On page 34 of his rebuttal testimony Dr. Zeppdescribes the CAPM used by Staff and

RUCO and presents what he calls a "more general specification" of the CAPM

22 known as the "zero-beta" version. (See rebuttal testimony of Thomas M. Zepp. P.

23 34 at 3 - 24.) Please comment.

16Th difference between the predicted value of the regression line and the actual observation (in this case the ROE
decision) is the error, or "residual" Theoretically, residuals should be random. When the residual for one period is
followed by a residual of similar magnitude in the subsequent period, the residuals are not random. This situation is
called autocorrelation, and the validity of the regression is called into question.
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1

1 A.

2

3

4

5

6

The CAPM adopted by Staff and RUCO actually conforms to the original CAPM

developed by Professor William Sharpe, John Lindner, and Jan Mossier. it is the version

most widely used by companies and it is more popular than any other method of

estimating the cost of equity among tirms.17 The "zero-beta" version presented by Dr.

Zepp in equation 2 (page 34) of his rebuttal testimony is actually an extended version of

the CAPM derived from empirical tests of the original.
4

7

8 Q- What is the zero-beta CAPM?

9 A.

10

11

12

13

In the zero-beta CAPM, the required return on a zero-beta asset (a portfolio of assets that

has no c variability with the market portfolio) (RZ) is used in place of the return on U.S.

Treasuries (Rf). The zero-beta CAPM is said to be flatter than the original CAPM,

resulting in higher expected returns for low beta stocks and lower expected returns for

high beta stocks compared to the original CAPM.

14

15 Q.

16

17

On pages 38 - 39 of his rebuttal testimony Dr. Zepp attempts to apply the findings of

the CAPM tests which found the required return on the zero-beta asset to be higher

than the Treasury bill rate to Staff's CAPM. Is his restatement appropriate?

18 A.

19

20

21

22

23

24

No. On page 56 (lines 13 - 23) of Staff's direct testimony I explained why the results of

those tests cannot be appropriately applied to Staffs CAPM. The restatement of Staffs

CAPM presented by Dr. Zepp in his rebuttal testimony should not be relied upon for

additional reasons. First, the 476 basis-point premium over intermediate-term Treasury

yields used by Dr. Zepp in his restatement of Staff' s CAPM was not a finding of Fama

and MacBeth. Second, the unreasonableness of Dr. Zepp's zero-beta restatement of

Staff' s CAPM is revealed in his 9.31 percent zero-beta (risk-free) return. Clearly, a risk-

xv Graham, John R., Carnpbel R. Harvey. "The Theory and Practice of Corporate Finance: Evidence from the Field.
Journal of FinanciaI Economics. 60 (2001) pp. 187 .- 243.

as
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1

1

2

Eee rate of 9.31 percent does not appear reasonable when long-term Treasuries yield 5.0

percent and intermediate-term Treasuries yield 3.6 percent.

3

4

5

6

An appropriate application of the zero-beta version of the CAPM would have to start with

an estimate of the current required return on the zero-beta asset. The study cited by Dr.

Zepp in his restatement of Staffs CAPM was conducted approximately thirty years ago.

7

8 Q.

9

10

On pages 36 - 37 of his rebuttal testimony Dr. Zepp restates Staff's CAPM estimates

using analysts' forecasts of long-term Treasury yields. Is Dr. Zepp's restatement of

Staff's CAPM using forecasts of long-term Treasuries appropriate"

11 A. No.

12 49

First, Dr. Zepp's use of a forecasted Treasury bond yield is inappropriate. On pages

50 of Staffs direct testimony and previously in this testimony I explained why the

13

14

15

16

17

18

Commission should not rely on forecasted interest rates. Second, Dr. Zepp's use of a

long-term Treasury bond as the risk-free rate (Rf) in the CAPM is contrary to suggestions

by financial experts that most investors consider the intermediate time Name (5-10 years)

a more appropriate investment horizon.18 Also, when using the CAPM to estimate the

cost of equity to a public utility, it would make more sense that the Risk-free rate that is

chosen should be an estimate of the rate expected to prevail during the period that rates are

19 in effect. Third, a long-term Treasury bond yield is inappropriate for use in a CAPM for a

20

21

22

23

24

utility rate proceeding because it includes a risk premium above and beyond expected

future interest rates, which Rf represents in the CAPM. This risk premium is called a

"liquidity risk premium." If Dr. Zepp's risk~free rate includes a risk premium it cannot be

risk-free, and an analyst should not use it in a CAPM analysis. Brealey and Myers

describe how a long-term Treasury bond yield can be corrected for use in the CAPM in

their text Principles of Corporate Finance:25

26

is Reilly, Frank K., and Keith C. Brown. ]nvestment AnaIysi5 and Portfolio Management. 2003. South-Western.
Mason, OH. p. 439.
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1

2

3

4

5

1 The risk~free rate could be defined as a long-term Treasury bond
yield. If you do this, however, you should subtract the risk
premium of Treasury bonds over bills This figure could in turn
be usedgas an expected average future if in the capital asset pricing
model. »

6

7 Q~ Are there other problems with Dr. Zepp's restatement of Staff's CAPM?

8 A.

9

10

Yes. Dr. Zepp has updated the Rain Staff" s CAPM but has not updated the current market

risk premium (Rm - Ry, which has declined as interest rates have increased since Staffs

direct testimony.

11

12 Q.

13

On page 40 of his rebuttal testimony Dr. Zepp states that the "Oregon [Public Utility

Commission] Staff abandoned presenting equity cost estimates based on the CAPM

14 altogether." (See rebuttal testimony of Thomas M. Zepp. p. 40 at 3 4.)  Is  he

15 correct?

16 A.

17

18

19

No. Staff has been in personal contact with the Oregon Public Utility Commission

("PUC") Staff and they have informed me that they have, in fact, not abandoned the

CAPM, and they have not represented such to any party recently. Therefore, Dr. Zepp's

information is incorrect.

20
.J

21

22

Not only do other state commission staffs continue to rely on the CAPM, the CAPM is by

far the most popular method of estimating the cost of equity among companies."

23

24 Q-

25

On page 40 of his rebuttal testimony Dr. Zepp suggests that his "risk premium

model" is preferred to the CAPM and states that it is a simpler and less subjective

19 Brealey, Richard. Myers, Stewart C, Principles of Co1;z9orate Finance. 3\'d edition. McGraw-Hill. New York.
1988. p. 184.
20 Graham, John R., Camphol R. Harvey. "The Theory and Practice of Corporate Finance: Evidence from the Field."
Journal of Financial Economics. 60 (2001) pp. 187 .- 243.
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1 approach than the CAPM. (See rebuttal testimony of Thomas M. Zepp. p. 40 at 5 -

2 13.) Is he correct?

3 A. No. The risk premium approach advocated by Dr. Zepp is very subjective and not

4

5

preferred to the CAPM. Diana Harrington of the University of Virginia discusses such ad

hoc methods in her book Modern Portfolio T71eory, The Capital Asset Pricing Model, and

Arbitrage Pricing M e o w
4

These models start with the assumption that every holder of a risky
investment requires a return that is greater than the return he or she
would get from a risk-free security. In other words, the investor
receives a premium as compensation for his or her risk. Most risk-
premium models calculate the required rate of return by adding to
the risk-tree rate of return certain premiums for industry risk,
operating risk, or f inancial risk. These calculations remain
subjective because the analysts' estimates of business risks are
likewise subj ective.

f

a
i

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

The CAPM, by contrast, defines risk explicitly as the volatility of
an asset's returns relative to the volatility of the market portfolio's
returns. The advantage of this precise definition of risk is that risk
is the only asset-specif ic forecast that must be made in the
CAPM."

r

r

23
i

24

25

26

27

28

29

A review of the various ways Dr. Zepp has implemented his risk premium method reveals

just how subjective it is. Even if Dr. Zepp had implemented his risk premium method in

the manner suggested in the above excerpt and used a default-free Treasury security, it

would still be more subjective than the CAPM according to the quote by Professor

Harrington. Additionally, the fact that there are six years (November 1983 -- December

1989) of data missing from his second risk premium analysis indicates that the data is of

30 poor quality, or it was subj actively omitted.
j

J

I

31

21 Harrington, Diana R. Modern Por;7"oIz'o Theory, the Capital Asset Pricing Model, and Arbitrage Pricing Theory:
A User's Guide. Prentice-Hall. Englewood Cliffs, NJ, 1987. pp. 18 .- 19.
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1

2 Q-

3

4 A.

5

6

7

8

9

10

11

The Appropriate Rate Base to Which the ROR is applied

Should the Commission adopt Dr. Zepp's recommendation to multiply the ROR by

the Company's reproduction cost rate base to determine earnings?

No. On page 63 (lines 9 - 14) of Staffs direct testimony I explained why applying the

market-based ROR to the reproduction cost new rate base ("RCNRB") when the RCNRB

is greater then the OCRB provides the Company and its investors with a windfall gain at

the expense of Arizona consumers. I further explained in Staffs direct testimony (pages

63 -65) how applying a market-based ROR to a RCNRB that is lower than the OCRB can

result in a company expecting to earn less than the cost of capital on its investment as well

as the inability to maintain credit. Dr. Zepp's recommendation is confiscatory and

violates the widely accepted capital attraction standard when the RCNRB is less than the

OCRB."12

13

14

15

16

Q-

\

17

18

19

20 A.

21

22

23

24

25

26

On pages 30 - 31 of his rebuttal testimony Dr. Zepp argues that in Arizona, investors

should not expect to earn a return on the original dollars invested (OCRB). (See

rebuttal testimony of Thomas M. Zepp. P. 30 at 25 - 26.) Rather, he argues that a

higher dollar return resulting from an Arizona utility having assets worth more than

original cost should be expected. (See rebuttal testimony of Thomas M. Zepp. P. 31

at 5 - 7.) Does available evidence suggest that this is the case?

No. Arizona Public Service Company ("APS") filed an application for a rate increase on

June 27th, 2003. Staff is currently reviewing that application. Exhibits JMR-S18 and

JMR-S19 are APS' Schedule B-2. and B-3 at" its application. According to the exhibits,

APS' original cost rate base is $3.8 billion and its reconstruction cost new ("RCN") rate

base is $6.7 billion. If Dr. Zepp is correct, one should expect Pinnacle West Capital Corp.

("Pinnacle West"), the parent of APS, to have a market-to-book ratio that is substantially

higher than other publicly-traded electric utilities that do not operate in Arizona. Schedule

zz Myers, Stewart C. Spring 1972. p. 80.



Surrebuttal Testimony of Joel M. Raker

Docket No. WS-01303A-02-0867 et seq.
Page 27

1

2

3

4

5

6

JMR-S16 shows the percent of total revenues derived from regulated operations and the

October 9, 2003, market-to-book ratio for twenty-nine publicly-traded electric utilities,

including Pinnacle West. According to Schedule Jlv[R-Sl6, on October 9th*investors were

willing to pay only 1.2 times book value for Pinnacle West common stock, while they

were willing pay 1.5 times book value for common stock in the other publicly-traded

electric utilities.

7

8

9

10

11

12

Clearly, if investors expected to am a return on a value of assets that was worth more

than original cost due to what Dr. Zepp claims the Arizona Constitution requires, Pinnacle

West would not have a market-to-book ratio that is lower than that of other publicly-

traded electric companies that do not operate in Arizona. Therefore, evidence suggests

that investors will receive a windfall gain if Dr. Zepp's recommendation is adopted.

13

14 IV. RESPONSE TO THE REBUTTAL TESTIMONY OF DAVID STEPHENSON

15

16

Capital Structure and Cost of Debt

Q. On pages 25

17

27 of his rebuttal testimony Mr. Stephenson criticizes Staff for

including the Tolleson bonds as debt of the Company and not the "PILAR"23

18

19

agreements in its recommended capital structure and cost of debt. What information

did Staff rely on to calculate its recommended capital structure and cost of debt?

20 A.

21

22

Staff relied on information provided by Mr. Stephenson in response to Staff data request

JMR 8-3. According to the schedule provided by Mr. Stephenson in response to JMR 8-3,

the Tolleson bonds were debt of the Company on December 31, 2002. The schedule does

23

24

not indicate the PILAR agreements as debt of the Company on December 31, 2002. Mr.

Stephenson's response to Staff data request JMR 8-3 is included as Exhibit JMR-S20.

pa The correct acronym is PILOR or PILR, mearLi.ng "payment in lieu of revenue." The PILR debt is related to
construction agreements whereby the developer constructs distribution plant and transfers ownership to the utility in
exchange for a loan from the developer equal to the cost of construction. In addition, for each lot not receiving
permanent water service from the utility, the developer pays to the utility an annual "payment in lieu of revenue."
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l

2 Q-

3

4

Is the information provided by Mr. Stephenson in response to JMR 8-3 consistent

with his rebuttal testimony and information he provided in Docket No. W-01303A-

03-0572, a financing docket?

5 A.

6

7

8

9

10

11

No. On August 14, 2003, Arizona-American tiled an application for approval to issue.$25

million in long-term debt (Docket No. W-01303A-03-0572). In response to Staff data

request JH] 1.2 in that docket (included as Exhibit Jl\/[R -S21), Mr. Stephenson provided a

schedule showing a different debt structure for the Company on December 31, 2002. The

schedule provided in response to JH] 1.2 indicates the PILAR agreements are debt of the

Company. The PILAR agreements appear to be loans developers made to the utility. The

Tolleson bonds are not shown on the schedule.

12

13

14

Q- Is Staff changing its recommended capital structure and cost of debt?

A.

15

Yes. Staff is changing its recommended capital structure to reflect Mr. Stephenson's

rebuttal testimony regarding the Tolleson bonds and PILAR agreements. Staff" s updated

capital structure consists of 60.1 percent long-term debt and 39.9 percent equity:16

17 Table 5

Capital Source Percentage
Long-term Debt
Common Equity

Pn

;

60.1%
39.9%

18

19

20

21

Staff s updated recommended capital structure reflects the debt structure represented to

Staff in the Company's response to Staff data request .THJ 1.2 in Docket No. W-01303A-

03-0572 (financing case) (See Exhibit JMR Sol.)

22

23 Staffs updated recommended cost of debt is 4.77 percent, shown in Schedule JMR-sl7.

24
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J

1

2 Q-

3

4

5

6

Financial Integrity

On pages 27 .- 32 of his rebuttal testimony Mr. Stephenson responds to Staffs pre-

tax interest coverage ratio of 3.2 calculated in column F of Schedule JMR-9 of Staff's

direct testimony. On pages 30 .- 31 of his rebuttal testimony he presents his Rebuttal

Schedule 4, which he claims shows that Staffs recommendations produce a pre-tax

interest coverage ratio of 1.16. (See rebuttal testimony of David Stephenson. p. 30 at

7 2.) Should the Commission give any weight to Mr.

8

22 -  26 and p .  31 a t  1

Stephenson's calculation?

9 A.

10

No. Mr. Stephenson makes his calculation from accounting data and implicitly assumes

that the Commission is obligated to provide a dollar return on items other than assets

11

12 return.

13

14

devoted to public service. Therefore, his calculation is inconsistent with a fair rate of

Staffs recommended rates are designed to provide an opportunity for the

Company to earn a fair rate of return on the value of assets devoted to the public benefit

and Staff' s updated ROR is expected to provide a 3.0 pre-tax interest coverage ratio.

15

16 Q-

17

Can you provide an example of a situation where a utility made substantial

investment in assets not devoted to public service, therefore resulting in a differential

18 between the pre-tax interest coverage ratio implied by the weighted average cost of

19

20

capital ( "W ACC" ) and the pre-tax interest coverage ratio calculated from

accounting data"

21 A.

22

23

24

25

26

27

Yes. Assume hypothetical utility A has a rate base of $100 and chooses to finance all

plant with debt at a cost of 5.0 percent. Utility A wishes to purchase Utility B's assets.

Due to reasons related to management self-interest and not public benefit, Utility A pays

$200 for Utility B's assets that are only worth $100, resulting in a $100 premium. In

Utility A's next rate case the commission allows a return of 5.0 percent on a rate base of

$200. Utility A does not, and should not, earn a return on the $100 premium it paid for

Utility B's assets even though it financed that extra $100 with debt at a cost of 5.0 percent.
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1

2

3

As a result, the interest coverage ratio implied by the WACC will be different than an

interest coverage ratio calculated Boy accounting data, which would presumably include

interest payments on the $100 premium paid for Utility B's assets.

4

5 Q. Can you provide another example of the fallacy in Mr. Stephenson's argument?

6 A.

7

8

9

10

Yes. On page 4 of his Rebuttal Schedule 4, MI. Stephenson calculates a return on equity

using the same type of accounting data that he used in calculating his coverage ratio.

Stephenson Rebuttal Schedule 4 reports that under the Company's own proposed rates, it

will earn a return on equity of only 2.21 percent (page 4). He states that "this return is

better than earning no return, as would be the case under Staff' s recommendations, but is

11
7)

12

still well below the returns currently being earned by publicly traded water utilities...

(See rebuttal testimony of David Stephenson. p. 31 at 18 - 21.)

13

14

15

16

17

Clearly a return of 2.21 percent is unreasonable for a water utility, as the yield on risk-free

intermediate-terrn Treasury securities is currently 3.6 percent. A well-managed company

would certainly not seek rates designed to provide investors with a return lower than the

risk free rate, as Mr. Stephenson suggests is the case.

18 4
xi

a
»

19 v. RESPONSE TO THE REBUTTAL TESTIMONY OF INTERVENOR WALTER W.

20 MEEK.

21 Unique Risk

22 Q.

23

On pages 5 -- 6 of his rebuttal testimony Mr. Meek suggests that unique factors affect

stock prices. Does Staff agree"

24 A.

25

Yes. Staff agrees with Mr. Meek that unique factors and events can have an affect on

stock prices. However, unique factors have no bearing on market risk, which is what

affects the cost of equity. Professor Harrington explains :26

27



u

Surrebuttal Testimony of Joel M. Reiter
Docket No. WS-01303A-02-0867 et seq.
Page 31

Looking back, we can, of course, see [unique] sources of superior
returns or losses. But because these uncertainties can be
diversified away, they are not relevant to investors' forecasts of the
future retums.24 (emphasis added)

l
2
3
4
5

6 Q-

7

8

9

On page 6 of his rebuttal testimony Mr. Meek states that he does not agree with

Staff's testimony that "the risk associated with a particular firm is eliminated' if

securities are purchased in portfolios." (See rebuttal testimony of Walter W. Meek.

p. 6 at 11 - 21.) What type of risk is Staff referring to?

10 A.

11

Staff is referring to unique ask. Unique risk is also known as diversifiable risk, or

unsystematic ask.

12

13 Q- Can Staff explain how the unique risk of a security can be eliminated through

shareholder diversification?14

15 A. Yes. According to modem portfolio theory ("MPT"), investors purchase assets in

16

17

18

19

20

21

22

23

24

25

26

portfolios, and in doing so reduce the total variation of their returns. The total variation of

a portfolio is less than the sum of its parts because in a diversified portfolio of risky assets

some returns are high while others are low, offsetting each other. For example, stock A (a

suntan lotion company) and stock B (an umbrella company) are both expected to earn 10

percent and have equivalent risk. However, it seems that returns on the two stocks move

in exactly opposite directions. When it is sunny, stock A makes unusually good returns

but stock B makes unusually poor returns. When it is rainy, stock B makes unusually

good returns and stock A makes unusually poor returns. Combining the two stocks in a

portfolio allows all risk to be diversified away, even though each of the companies'

returns is still quite risky independently. This risk that can be diversified away becomes

irrelevant and investors do not require a return on this unique risk. Diversification allows

27 investors to reduce their level of risk exposure for any given level of expected return. The

24 Harrington. p. 16.
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1

2

risk that is left is called systematic risk. Systematic risk measures the extent to which a

security's returns are correlated with returns in the general market of risky assets.

3

4

5

6

MPT is a widely accepted concept that gained added fame in 1990 when the Nobel Prize

in Economic Sciences was awarded to Harry Markowitz, Merton Miller, and Professor

Sharpe for their work on the concept.

7

8 Q.

9

10

11

12

13

14

15

16 A.

17

On page 6 of his rebuttal testimony Mr. Meek states that his organization and utility

companies receive inquiries from analysts and investors about the probable effects of

unique risk. Mr. Meek also cites a Citigroup publication on page 8 of his rebuttal

testimony and Value Line on page 11 of his rebuttal testimony, both of which analyze

and rate individual stocks. Would Mr. Meek's organization receive inquiries about

unique risk, and would there be demand for the Citigroup and Value Line

publications if markets were efficient, and investors did not require added return for

bearing unique risk?

Yes. The fact that Mr. Meek's organization receives inquiries about the effect of unique

factors, and the fact that there is demand for the Citigroup and Value Line publications are

18

19

both consistent with the existence of an efficient market, in which investors do not require

added return for unique risk. This is because although a market may be reasonably

A20 efficient, at any given point in time a particular security may be'in disequilibrium.

A security is
77

21 security in disequilibrium is either "underpriced" or "overpliced.

22

23

24

underpriced if its expected return is greater than its equilibrium expected return given its

level of systematic risk. A security is overpriced if its expected return is less than its

equilibrium expected return given its level of systematic 1isk.25

25

z5 Sharpe, William F., Gordon J. Alexander. Investments. 4"' edition. Prentice Hall. Englewood Cliffs, NJ. 1990.
p. 221 .
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1 Q-

2 A.

3

4

5

6

7

8

9

10

11

12

13

Can you provide a simple, real-life example of a security that is in disequilibrium?

Yes. Suppose Orange Juice, Inc. gets the majority of its oranges from Florida. Orange

Juice, Inc. is publicly traded and its stock price is in equilibrium. Now suppose that

investors are unaware that a hurricane is brewing off the coast of Florida (a unique event)

that will wipe out Florida's entire crop of oranges. Orange Juice, 1nc.'s stock price is now

in disequilibrium and is overpriced .- the pending hurricane has reduced prospects for

future cash-flow growth, but because investors are not aware of the hurricane, its stock

price remains at its pre-hurricane level. Thus, Orange Juice, lnc.'s expected return is less

than the equilibrium expected return given its level of systematic risk. When investors

become aware of the hurricane they will sell Orange Juice, Inc. until its price falls to a

level where it is again in equilibrium, and its expected return is once again appropriate

given its level of systematic risk. Orange Juice, Inc.'s systematic risk never changed

throughout the above situation.

14

15

16

Many investors and analysts spend a great deal of time searching for mispriced

. . 26 . . . . . . .
secuntles. Some investors may seek mformatlon or orlon from organlzatlons such as

17 Mr. Meek's, many others will review the individual company analyses provided by

18 organizations such as Citigroup and Value Line."
'I

19

20

21

22

23

The market-based models used by Staff to calculate cost of equity estimates for the sample

water companies are "equilibrium models." Therefore, Staffs estimate of the cost of

equity to the sample water companies is an estimate of the appropriate expected return

given their level of systematic risk.

24

26 Sharpe. 1990. p. 221.
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r

l

2

Staff's Cost of Equity Estimates are Reasonable from a Common Sense Perspective

On page 10 of his rebuttal testimony Mr. Meek states that "the results produced byQ-

3 Staffs Discounted Cash Flow (DCF) and CAPM studies may pass a theoretical test,

4

5

6 A.

7

8

9

10

11

12

13

14

but they are suspect from a common sense perspective." (See rebuttal testimony of

Walter W. Meek. p. 10 at 25 .- 27.) Does Staff agree?

No. Staff" s updated DCF and CAPM estimates average 8.5 percent. On pages 5 .- 6 of

Staff' s direct testimony I provided information regarding historical returns for average risk

securities as well as observational perspective on current capital costs. On page 6 of

Staffs direct testimony I reported that Wharton School finance professor Jeremy Siegel

published his finding that the average compound and arithmetic returns on U.S. equities

have been 8.3 percent and 9.7 percent, respectively, using 199 years of data from 1802

through 2001.27 One should keep in mind that these returns are actual returns, not

expected returns. However, the risk of a regulated water utility, as measured by beta, is

significantly below the theoretical beta (l .0) of average-risk securities.

15

[

16 Q- Does evidence suggest that capital costs are low by historical standards"

17 A.

18

19

20

Yes. On page 5 of Staffs direct testimony I presented Chart 2. Chart 2 is updated below

as Chart SO. Chart SO puts interest rates/and capital costs in general, into historical

perspective. Interest rates have declined significantly in the past twenty years, and are

currently at levels comparable to the l950's and '60's.

21

22

23

24

25

26

27 si€8€1_ p. 13.
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1
Chart 53: Hi story of 5- and 1D-Year Tzreaslry Welds
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3
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9
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10

11

12

According to the CAPM, the cost of equity moves in the same direction as interest rates.

Chart SO suggests that capital costs, including the cost of equity, are quite low by

historical standards.13

14

15 Q-

16

17

18

On page 11 of his rebuttal testimony Mr. Meek testifies that Staff has not explained

the difference between the cost of equity estimates derived from market-based

models (DCF and CAPM) and "actual returns in the market." (See rebuttal

testimony of Walter W. Meek. p. 11 at 8 11.) Can Staff explain this difference?

19 A. Yes, However, before explaining the difference it should be noted that MI. Meek's

20

21

22

23

24

25

statement is based on an erroneous assumption that "actual returns in the market" are

higher than Staff s cost of equity estimates, when they are not. The average market return

for the twelve months ending December 31, 2002, was -4.6 percent and 3.2 percent for the

sample water companies and sample gas companies, respectively. The difference between

a security's expected return and its actual market return is known as its "random error."

The expected value of a security's random error is zero.

26
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I

1

2 Q-

3

The Comparable Earnings Method and the Comparable Earnings Standard

On page 9 of  his rebuttal testimony Mr. Meek cites the "comparable earnings

standard." (See rebuttal testimony of Walter W. Meek. p. 9 at 9 .- 10.) What is the

4 difference between the comparable earnings "standard," and the comparable

5 in its response to the rebuttal testimony of Dr.

6

7 A.

8

9 This standard is best met

10

11

12

earnings "method" Staff mentions

Zepp? .4

The comparable earnings "standard" was set forth bY the Supreme Court in Hope. It

simply states that the return to the equity owner "should be commensurate with returns on

investments in other enterprises having corresponding risks."28

using the DCF and CAPM models. The comparable earnings "method" is the practice of

examining past or projected accounting/book returns on equity as a gauge of the cost of

equity, rather than relying on market-based models such as the DCF and CAPM.

13

14 Q.

15

16

17

18

On page 12 of his rebuttal testimony Mr. Meek uses the comparable earnings method

by citing book/accounting returns for the sample water companies and sample gas

companies reported by C. A. Turner Utility Reports. (See rebuttal testimony of

Walter W. Meek. p. 12 at 11 -- 28.) Should the Commission rely on the comparable

earnings method" P

1

19 A.

20

21

22

23

24

No. The Commission should not rely on the comparable earnings method. Staff has

already stated in its response to the rebuttal testimony of Dr. Zepp that the sample water

companies have an average market-to-book ratio of 2.3 and the sample gas companies

have an average market-to-book ratio of 1.7. Therefore, from a theoretical standpoint the

sample companies are expected to earn book/accounting returns in excess of their costs of

equity. "The economically relevant internal rate of return [cost of equity] will only be

25 approximated by the [book/]accounting rate of return in two cases: one, if the cost of

Hz Myers, Stewart C. "The Application of Finance Theory to Public Utility Rate Cases." The BellJournalof
Economics and Management Science. Spring, 1972. p. 61, Federal Power Cormnission v, Hope Natural Gas Co.
1944.
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1

1

2

3

[equity] is earned in each year, and two, if an average [book/]accounting rate of return is

taken over a very long period of tirne."29 Even then, the comparable earnings method still

ignores current capital market conditions.

4

5 Q- Is the comparable earnings method a popular method to estimate the cost of equity"

6 A.

7

8

9

10

No. Many decades ago the comparable earnings method was a widely used method for

estimating the cost equity to a public utility. It has since been supplanted by market-based

models developed in corporate finance. The DCF method is the most popular method of

estimating the cost of equity in public utility rate cases and the CAPM is the most popular

method of estimating the cost of equity among companies.

11

12

13

14

15

16

17

The application of corporate finance theory to public utility rate cases was set forth over

thirty years ago by Professor Stewart Myers of the Massachusetts Institute of Technology.

In his now classic article "The Application of Finance Theory to Public Utility Rate

Cases" professor Myers explained how the traditional comparable earnings method of

examining book/accounting returns of other firms contained serious deficiencies, both in

logic and application."

18
\

19 Q- Is the comparable earnings method required in order to satisfy the comparable

20

21 A.

22

23

24

earnings "standard""

No. The interpretation of the comparable earnings standard suggested by finance theory is

the rate of return, defined in terms of anticipated dividends and capital gains investors

expect to earn by purchasing shares of comparable risk. This is also called the "cost of

equity". Therefore, the DCF method and CAPM both satisfy the comparable earnings

standard.25

29 Howe, Keith M., Eugene F. Rasmussen. Public Utility Economics and Finance. Prentice-Hall. Englewood Cliffs,
NJ. 1982. 98-99.
30 Myers. Pp 58 - 97.
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1

2 VI.  CONCLUSTION

3 Q~ Please summarize Staffs recommendations.

4 A.

5

6

Staff recommends the Commission adopt a 9.0 percent ROE, a 4.77 percent cost of debt,

and a 6.5 percent rate of return. Staff recommends the Commission give little weight to

the rebuttal testimonies of Company witnesses- Dr. Thomas Zepp and David Stephenson,

7 and intervenor Walter Meek.

8

9 Q, Does this conclude Staff's surrebuttal testimony?

10 A. Yes.

11

in
'b
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ARIZCINA-A.\IERlC.-\N WATER COMPANY
*003 GENERAL FLATE CASE

DOCKET NOS. WS-01303.-X-0"-0867, 0868, OS69, 0870, and 0908
RESPONSE TO DATA REQUEST JMR 8-3

I
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Response provided by: David P. Sze'0'r)ensor1

,r Title: Director of Rares & Planning
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\ 'un ¢ A \ *`. . *°t
» ' .' ".'=

"""\

.:» <* wma an v

. 4

w s
_Ra

L omoanv Nam-.
Address: 1

. ._

3133 H Street. Suite " 23
Chufa ' .i.§Ia, CA 9191£\,

s

Company Response Number: 8-3
£
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p •¢
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o

in Q. Please provide a schedule showing the following infounation regarding the December 31,
2002, balance of long-rerm debt for Arizona-4xmerican Water Company:

5

a) Description of loan or bond issuance.
b) The interest rate.
c) The issue date.
d) The maturity date.
e) Tue oNgnal amount issued.
D The principal amount outstanding.
g) Issuance cost (not expensed).
h) Redernpdon expenses.

I
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\ . Please see the arched schedule.
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Title: Assistant 'Tr°25urer*Ru

CL
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><

LIJ Company Name:
Addrssi

Arizona-A_'ner8f._.
308 Ste°-:rt
Clluia Vista, Caiiibmia 90910

Wirer Company'

Cozmnanv R=*sDonse Number THI-
n

1 i s
'

JHJ 1.2 Pleas provide a complete schedule of existing debt for applicant
to include date qt' advance, amount, interest rare, maturity, required
repayment inns, and lender.

Response: Please see attachment IH] 1.2 on the enclosed disk.
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BEFORE THE ARIZONA CORPORATION COMMISSION

MARC SPITZER
Chairman

]H\/I IRVIN
Commissioner

WILLIAM A. MUNDELL
Commissioner

JEFF HATCH-MILLER
Commissioner

MIKE GLEASON
Commissioner

L

IN THE MATTER OF THE APPLICATIONS OF
ARIZONA-AMERICAN WATER COMPANY,
INC., AN ARIZONA CORPORATION, FOR A
DETERMINATIQN OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CI-IARGES BASED TI-IEREON
FOR UTILITY SERVICE BY ITS SUN CITY
WEST WATER AND WASTEWATER
DISTRICTS, SUN CITY WATER AND
WASTEWATER DISTRICTS, MOHAVE AND
HAVASU WATER DISTRICTS, AGUA FRIA
AND ANTI-IEM WATER AND WASTEWATER
DISTRICTS, AND TUBAC WATER DISTRICT

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)

DOCKET nos. WS-01303A-02-0867
WS-01303A-02-0868

W~01303A-02-0869
WS-01303A-02-0870
W-01303A-02-0908

DIRECT

TESTIMONY

OF

DARRON W. CARLSON

PUBLIC UTILITIES ANALYST V

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

SEPTEMBER 5, 2003 8 EXHIBIT
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1EXECUTIVE SUMMARY
ARIZOWA-AMERICAN WATER COMPANY, INC.

DOCKET NOS. WS-01303A--2-0867 ET AL.
L

Pursuant to Decision No. 63584 (April 4,200l), Arizona-American Water Company, inc.
("AAWC") completed its acquisition of all the Citizens Communications Company's
("Citizens") water and wastewater systems in Arizona on January 15, 2002. AAWC is now
the largest private water and wastewater provider in Arizona serving approximately 115,000
customers.

AAWC tiled the instant rate cases (five tilings covering ten systems from the Citizens
acquisition) in November and December 2002. In the aggregate, AAWC is proposing an
increase of $11,660,912 (or 32.99 percent) over its Test Year revenues as tiled of
$35,35i,457. The proposed increase for each of the ten systems varies from 6.80 percent to
86.74 percent.

In the aggregate, Staff is recommending an increase of $476,721 (or 1.35 percent) over
adjusted Test Year revenues of $35,351,457 Six systems would receive rate reductions
ranging from 3.94 percent to 15.86 percent. Four systems would receive rate increases
ranging from 11.50 percent to 34.74 percent.

In the aggregate, AAWC is proposing recognition of an acquisition adjustment of the
Citizens systems in the amount of 371,240,169 Staff recommends denial of the acquisition
adjustment. Decision No. 63584 established criteria that must be met before recovery of any
portion of the acquisition adjustment can be considered. AAWC has not even attempted to
fulfill that criteria.

In the aggregate, AAWC is proposing a fair value rate base of $148,996,589 based on
reproduction cost new less depreciation ("RCND") plant valuations, not original cost less

depreciation ("OCLD") valuations.

In the aggregate, Staff recommends a fair value rate base of $91,719,544 based on OCLD
plant valuations. Staff has determined that AAWC did not conduct a proper RCND analysis
and that its RCND valuations are unacceptable. Typically, this Commission rises OCLD for
fair value in the absence of valid RCND valuations.
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l INTRODUCTION

2 Q.

4
J A.

4

5

Please state your name, occupation, and business address.

My name is Derron W. Carlson. I am a Public Utilities Analyst V employed by the

Arizona Corporation Commission ("ACC" or "Commission") in the Utilities Division

("Staff"). My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Briefly describe your responsibilities as a Public Utilities Analyst v.

8 A. In my capacity as a Public Utilities Analyst V, I examine, verify, and analyze utilities'

9 statistical, financial, and other information and write reports based on my analyses that

10

11

12

present Staff recommendations to the Commission on mergers, acquisitions, asset sales,

financings, rate cases, and other matters. I also provide expert testimony in formal

hearings before the Commission on all of the aforementioned matters.

13

14 Q. Please describe your educational background and professional experience.

15 A.

16

17

18

19

20

21

I hold a Bachelor of Arts degree in both Accounting and Business Management from

Northeastern Illinois University in Chicago, Illinois. I have participated in a number of

seminars and workshops related to utility rate-making, cost of capital and similar issues,

sponsored by the National Association of Regulatory Utility Commissioners ('°NARUC"),

Duke University, Florida State University, Michigan State University, New Mexico State

University, and others. l have led or actively participated in over 170 cases before this

Commission in my twelve years as a Staff rate analyst.

22

23 Q. Please briefly describe the applications that are the subject of this proceeding.

24 A. On November 22, 2002, Arizona-American Water Company, Inc. ("AAWC" or

25 "Company") Bled separate applications for penfnanent rates in four of its districts. On

4
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1 December 13, 2002, the Company iiled another application for permanent rates in a fifth

district. The Docket Numbers and districts are as follows:2

3

4 Docket No. WS-01303A-02-0867, Sun City West water and wastewater

5
$4 cs

6
44 44

7
44 cc

8
4£ 64

WS-01303A-02-0868, Sun City water and wastewater

W-01303A-02-0869, Mohave and Havasu water

WS-01303A-02-0870, Agua Fria and Anthem water and wastewater

W-01303A-02-0908, Tubae water

9

10 Pursuant to Staffs request, these filings were consolidated by a Procedural Order dated

11 March 14, 2003.

12

13

14

Initially, Staff found all five applications to be insufficient. Subsequently, the Company

tiled amendments to its applications and Staff found all five applications sufficient on

15 January 30, 2003 .

16

17 Q. What is the purpose of your testimony in this proceeding"

18 A.

19

I am the lead Staff witness. The purpose of my testimony in this proceeding is to present

Staffs position and recommendations regarding rate base and revenue requirements for

20 each of the ten utility systems in AAWC's five permanent rate applications. I also

2 l sponsor the income tax calculations included in Mr. Iggie's operating expense analysis.
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l Q.

2

What other Staff witnesses are involved in the presentation of Staff's

recommendations or have provided substantial relevant information that you relied

'v
.J upon"

4 A.

5

6

Mr. Alexander I. Iggie is presenting Staffs pre-filed direct testimony regarding the Test

Year operating revenue and expenses. Mr. Brian K. Bozzo is presenting Staffs pre-tiled

direct testimony regarding the historic and Test Year plant and accumulated depreciation.

7 Mr. Dennis R. Rogers is presenting Staffs pre-filed direct testimony regarding rate

8 design. Mr. Joel M. Reeker is presenting Staffs pre-filed direct testimony regarding the

9

10

l l

12

13

14

15

16

financial analysis, cost of capital, and capital structure. Mr. John A. Chelas is presenting

Stars pre-tiled direct testimony regarding the technical and engineering analysis of the

Sun City West water and wastewater districts. Ms. Dorothy M. Hains is presenting Staff' s

pre-tiled direct testimony regarding the technical and engineering analysis of the Sun City

water and wastewater districts. Mr. Marlin Scott, Jr. is presenting Staff' s pre-tiled direct

testimony regarding the technical and engineering analysis of the Mohave, Havasu, and

Tubac water districts. Mr. Lyndon R. Harmon is presenting Staff's pre-tiled direct

testimony regarding the technical and engineering analysis of the Agua Fria and Anthem

water and wastewater districts.17

18

19 Staff has received assistance Horn the Commission's Consumer Services section and any

20 input from that section will be reflected in Mr. Iggie's and my testimony.

21

22 Q. How is the remainder of your testimony organized"

23 A. First, I discuss the summary of revenue requirements for each district. Second, I discuss

24 the fair value determinations. Third, I discuss Staffs recommended adjustments tO rate

25

26

base regarding post-Test Year plant additions, the Company's allowance for funds used

during constriction ("AFUDC") adjustment, the acquisition adjustment, and deferred

f
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1

2

3

4

taxes and investment credits. For each recommended rate base adjustment, I first discuss

the reasori(s) an adjustment is appropriate. Then, I present the adjustment amount by

system in the following order: Sun City West Water, Sun City West Wastewater, Sun City

Water, Sun City Wastewater, Mohave Water, Havasu Water, Agua Fria Water,.Anthem

Water, Anthem/Agua Fria Wastewater, and Tubae Water. Finally, I discuss issues related

to the Sun City Wastewater Tolleson Agreement.

Q- Did Staff prepare separate schedules for each system?

5

6

7

8

9

10

A. Yes. Staff prepared a complete and separate set of schedules for each of the ten systems

that include revenue requirement, rate base, operating income, and rate design.

1 1

12 Q. Did Staff number adjustments for uniformity among the systems?

13

14

15

16

A. Yes. Adjustments for the same purpose are numbered uniformly in the schedules for all

systems. For example the adjustments to remove the excess cost over book value paid to

acquire the properties Hom original plant are reflected as rate base adjustment number 7 in

each of the systems. Since not all adjustments apply to all systems, this uniform

numbering means that nothing is shown for adjustments in the systems where they do not

apply.

17

18

19

20 W
21 Please review AAWC's proposed revenue requirements.

22

23

24

25

SUMMARY OF REVENUE REQUIREMENTS

Q-

A. In the aggregate, AAWC's five rate filings propose annual revenues of $47,012,369 This

represents an increase of $11,660,912 (or 32.99 percent) over Test Year as filed revenues

of $35,35l,457. The following table reflects AAWC's proposed revenue requirements by

system and as reflected on Staff Schedule DWC-l for each of the ten systems.

I
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l TABLE I

2 System TY Revs. Co.Propsosed Revnlncr. Total Revs. Percent Inch.

3 Sun City West Water $3,380,774 31,482,505 54,863,279 43.85

4 Sun City West Wastewater 3,535,680... 1,966,103 5,501,783 55.61

5 Sun City Water 6,193,090 5,371,957 1 1,565,047 86.74

6 Sun City Wastewater 5,088,340 639,529 5,727,869 12.57

7 Mohave Water 4,394,775 623,628 5,018,403 14.19

8 Havasu Water 440,924 199,376 640,300 45.22

9 Agua Fria Water 6,186,037 420,573 6,606,610 6.80

10 Anthem Water 4,010,805 300,964 4,311,769 7.50

11 Anthem/AguaPr'ia Wastewater 1,866,546 439,755 2,306,301 23.56

12 Tubae Water 254,486 216,523 471,009 85.08

13

14 Q. Please review StamPs recommended revenue requirements.

15 A.

16

17

Lm the aggregate, Staff recommends annual revenues of $35,828,178 This represents an

increase of $476,721 (or 1.35 percent) over adjusted Test Year revenues of $35,35l,457.

The following table reflects Staffs recommended revenue requirements by system and as

reflected on Staff Schedule DWC-l for each of the ten systems.18

19

20 TABLE 11

21 Svstem A<11.Ty Revs. Staff Rec.Revn,Incr/Decr. Total Revs. Percent Inc/Dec

22 Sun City West Water $3,380,774 $388,828 $3,769,602 11.50

7.3 Sun City West Wastewater 5,535,680 1,123,063 4,663,743 31.91

24 Sun City Water 6,193,090 1,928,691 8,121,781 31.14

25 Sun City Wastewater 5,088,340 (807,038) 4,231,302 (15.86)

26 Mohave Water 4,394,775 (684,727) 3,710,048 (15.58)
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1 Havasu Water 440,924 (31,197) 409,727 (7.08)

2 6,186,037 (872,320) 5,313,717 (14.10)I Agua Fria Water

3  I Anthem Water 4,010,805 (588,512) 3,422,293 (14.67)

4 Anti°m/Agua Fda Wastewater 1,865,546 (73,484) 1,793,062 (3.94)

5 Tubae Water 254,486 88,417 342,903 34.74

6

f l/ BASIS FOR OPERATING INCOME DETER1V11NAT1ON

8 Q . How does AAWC calculate its required operating income in its tilings?

9 A.

10

l l

AAWC calculates operating income as the product of multiplying its Reproduction Cost

New Less Depreciation ("RCND") rate base times its cost of capital (rate of return). The

Company refers to reproduction cost as reconstruction cost in its testimony.

12

13 Q. What reason did AAWC state for proposing to calculate required operating income

14 based solely on RCND rate base?

15 A.

16

17

18

19

AAWC witness, Mr. Thomas J. Bourassa states in his testimonies, at various pages

between 9 and 13 depending on the system, "...As I understand the concept of "fair

value", which is used in setting rates in Arizona, the value of the plant and property on

which the Company is entitled to earn a fair return should be its cuiTent value, as opposed

to its book or original cost."

20

21

22

Additionally, AAWC witness, Dr. Thomas M. Zepp states in his testimonies, at pages 8

and 9, that he generally agrees with Mr. Bourassa that the fair value should reflect current

QS value .
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1 Q.

2

3 A.

4

5

6

7

8

9

Is it the Commission's normal practice to calculate required operating income by

multiplying the cost of capital times the RCND rate base"

No. On the contrary, most utilities do not even submit RCND valuations. in fact, in

AAWC's prior rate case, it waived the use of RCND valuation and accepted its required

operating income as the product of its original cost less depreciation ("OCLD") rate base

times its cost of capital. When utilities do submit RCND valuation, fair value rate base

("FVRB") has been calculated using a 50/50 weighting of OCLD and RCND valuations

and the fair value rate of return multiplied by the FVRB results in the same required

operating income as multiplying the cost of capital times the OCLD rate base.

10

Q. Did the Company's method of calculating its required operating income impact its

12

13 A.

proposed revenue requirements"

Yes. The Company's proposed RCND rate base is $148,996,589 and its OCLD rate base

14 is $162,938,016 As previously discussed, the Company applied its proposed cost of

15 capital to its RCND rate base to determine its required operating income. Revenue

16

17

18

requirement is the aggregation of operating income, operating and maintenance expenses,

depreciation expense, and income tax expense. Therefore, an overstatement of required

operating income results in an overstatement of revenue requirement.

19

20 Q.

21

Did the Company's application omits cost of capital to its RCND rate base instead of

its OCLD rate base result in an overstatement of its revenue requirement"

22 A. Yes. The Company inflated its revenue requirement by applying its cost of capital to its

23 RCND rate base instead omits OCLD rate base.

1
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l Q. How can AAWC's use of  an RCND rate base result in an overstatement of  its

2 revenue requirement in the instant case, since its OCLD rate base is actually greater

than its RCND rate base"q
J

4 A. On a consolidated basis, A.AWC's proposed RCND rate base is $148,996,589 and its

5 OCLD rate base is $162,938,016 However, A.AWC's OCLD rate base includes a

6

7

8

9

10

11

371,240,169 acquisition adjustment. Acquisition adjustments, by nature, are not original

costs and should be excluded Nom OCLD rate base. A.AWC's RCND rate base exceeds

its OCLD rate base because the latter is artificially overstated by $7l,240,l69. Removing

the acquisition adjustment results in an OCLD rate base of $91,697,847. AAWC

overstated its proposed revenue requirement by applying its cost of capital to an RCND

rate base of$148,996,589 instead of an OCLD rate base of$9l,697,847.

12

13 Q. How should AAWC's required operating income and revenue requirement be

14 determined?

15 A.

16

17

Operating income should be calculated by applying the recommended cost of capital to the

OCLD rate base. Revenue requirement is equal to the son of operating income, operating

and maintenance expenses, depreciation expense, and income tax expense.

18

19 Q~

20 A.

21

22

23

24

What is the appropriate rate of return on fair value rate base"

The appropriate rate of return on fair value rate base is the one that results in the revenue

requirement. As discussed in the testimony of Staff witness Mr. Joel M. Reeker (page 65),

if a utility expects to earn its cost of capital, the revenue requirement should be determined

using an operating income that is the product of multiplying the recommended cost of

capital by the OCLD rate base.
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1 SUMMARY OF RATE BASE ADJUSTMENTS NOS. FIVE THROUGH SEVEN

Z Please summarize the adjustments addressed in Staffs rate base testimony.

3

Q.

A. Staff witness Mr. Brian K. Bozzo discusses rate base adjustments nos. one through four in

4 his testimony. This testimony addresses the following adjustments:

5

6

7

8

9

10

11

Post-Test Year Plant Additions - Adjustment No. Five

In aggregate for the ten systems, this adjustment increases rate base by $432,882. Lm

aggregate for the ten systems, AAWC's tiling has pro forma adjustments to include in rate

base 35,067,635 of post~Test Year plant additions. Staff recommends including, in

aggregate 85,500,517 of post-Test Year plant additions in rate base. This adjustment

reflects updated and more accurate information.

12

13 A.FUDC Adjustment 3/95 - Adjustment No. Six

14

15

16

17

18 recorded on the books.

19

In aggregate for the ten systems, this adjustment increases rate base by $1,088,573 In

aggregate for the ten systems, AAWC's tiling included pro forma adjustments to reduce

plant by 31,438,248 and the associated accumulated depreciation by $349,675 resulting in

a net rate base reduction of $1,088§573. A.AWC's pro forma adjustments had already been

The pro forma adjustments resulted in a double count.

Accordingly, Staff recommends a reversal of the Company's pro gonNa adjustments.

20

21

22

23

24

25

26

Acquisition Adjustment - Adjustment No. Seven

In aggregate for the ten systems, this adjustment decreases rate base by $71,240,169 In

aggregate for the ten systems, AAWC made pro forma adjustments to increase rate base

by $71,240,169 to include the acquisition premium paid for the purchase of the Citizens'

water and wastewater properties in Arizona. Due to AAWC's failure to meet the criteria

established by the Commission in the acquisition case for consideration of the recovery of



Direct Testimony of Darron W. Carlson
Docket Nos. WS-01303A-02-0867 et al.
Page 10

i

1 the acquisition adjustment (Decision No. 63584), Staff recommends a reversal of the

2 Company's pro forma adjustments.

3

4 RATE BASE

5 Q.

6 A.

7

8

9

10

Please review AAWC's proposed rate bases.

For the ten systems in AAWC's five rate filings, the aggregate proposed rate base is

$148,996,589 As already discussed in this testimony, the Company's proposed rate base

is based on RCND, not OCLD, plant valuations. The following _table reflects AAWC's

proposed rate bases by system and as reflected on Staff Schedule DWC-3 for each of the

ten systems.

11

12 TABLE HI

13 Svstem Proposed Rate Base

14 Sun City West Water $16,407,508

15 Sun City West Wastewater 13,455,978

16 Sun City Water 48,703,466

17 Sun City Wastewater 20,233,577

18 Mohave Water 15,212,896

19 Havasu Water 1,369,042

20 Agua Fria Water 19,019,624

21 Anthem Water 9,837,108

22 Anthem/Agua Fda Wastewater 2,853,742

9.3 Tubae Water 1,903,647
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l Q. Please review Staffs recommended rate bases.

2 A.

3

4

5

For the ten systems, Staff recommends an aggregate rate base of $91,719,544 As already

discussed in this testimony, Staffs recommended rate base is based on OCLD plant

valuations. The following table reflects Staffs recommended rate bases by system and as

reflected on Staff Schedule DWC-3 for each of the ten systems.

6

7 TABLE IV

8 Svstem Recommended Rate Base

9 Sun City West Water $12,063,516

10 Sun City West Wastewater 9,004,156

11 Sun City Water 21,433,625

12 Sun City Wastewater 8,838,548

13 Mohave Water 9,649,461

14 Havasu W ater 822,117

15 Agua Fria Water 16,742, 164

16 Anthem Water 9,288,446

17 Anthem/Agua Fria W astewater 2,746,928

18 Tubae Water 1,130,583

19

20 Q. How many rate base adjustments is Staff recommending?

21 A.

22

23

Staff recommends seven adjustments to rate base as shown on Schedule DWC-4 for each

of the ten systems. Staff witness Mr. Brian K Bozzo is sponsoring rate base adjustment

nos. one through four, and I discuss rate base adjustment nos. five through seven.

1
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2 Q,

3 A.

4

5

Rate Base Adjustment No. 5 .- Post-Test Year Plant Additions

What is AAWC proposing for plant?

A.AWC is proposing to include in rate base all plant recorded at the end of the Test Year

plus all non-revenue producing plant additions from January Ol, 2002, through December

31, 2002, one full year beyond the end of the Test Year, December 31, 2001 .

6

7 Q.

8

Has the Commission established any guidelines regarding rate base treatment for

A.AWC's plant additions that occur after the Test Year (post-Test Year plant)?

9 A.

10

11

12

13

14

Yes. In AAWC's prior rate case (Paradise Valley Water), the Company sought to include

plant additions made beyond the hearing date. In response to that, the Commission

ordered AAWC to limit post-Test Year plant additions to those in service within 90 days

of the sufficiency date in future rate cases. AAWC witness Mr. Stephenson refers to this

prior case in his direct testimony at page 7, stating that the instant rate tilings fall within

that guideline.

15

16 Q.

A.17

18

19

20

21

22

23

24

Is Mr. Stephenson correct"

Technically, yes. However, the circumstances in this case are different than `n the

Paradise Valley case. in the prior rate case (on which the 90 day period is based), the

Company filed its rate case with the Commission within 44 days of the end of the Test

Year and sufficiency occurred within 30 days of tiling. In the instant cases, the Company

filed its applications 326 days (348 days for Tubae Water) after the end of the Test Year

and sufficiency occurred 70 days after the tiling. This demonstrates that using the

sufficiency date as a criterion for including post-Test Year plant in rate base provides an

opportunity for the Company to skew the factors of regulatory lag for its own benefit.

|
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l Q.

7

Why did Staff accept and find sufficient a rate tiling that was based on a stale Test

Year?

3 A.

4

5

6

The answer to this question involves several aspects which Staff will briefly attempt to

summarize here. In July of 2002, representatives of AAWC contacted Staff telephonically

to express concern over Staffs recommendation for a rate case moratorium in Docket No.

W-01303A-01-0-83, regarding the acquisition of American Water Works ("AWW")

7 (AAWC's parent) by RWE of Germany. Staff had recommended a rate increase

8

9

10

11

12

13

14

15

16

moratorium upon completion of the acquisition. AAWC inquired as to whether Staff

would consider the moratorium to apply to any rate increase requests tiled prior to the

acquisition closing date. The Company stated that they were preparing rate filings for all

of the Citizens properties that it had agreed to acquire in 2002. Staff informed AAWC

that it did not intend the moratorium to become effective for filings made before the

acquisition was expected to occur in early 2003. Upon Staft"s inquiry, A.AWC advised

Staff that the Test Year ending for the cases being prepared was June 30, 2002, was based

on six months each of Citizens' and AAWC 's records, that the tiling would include no

post-Test Year plant additions, and would be filed in August 2002. Further, Staff was

17 advised by AAWC that all of the Citizens properties acquired were losing money. All of

18 the aforementioned information that AAWC provided to Staff turned out to be erroneous.

19

20 Just prior to the actual filing of the instant rate cases in November and December 2002,

21 AAWC and AWW officers and representatives met at the Commission with Staff. At the

'77

23

24

25

26

meeting, AAWC asserted that the RWE acquisition was imminent, that all of the Citizens

acquired properties were losing money and that the Company's financial health would be

seriously damaged if the Company was forced to wait for rate increases until after any rate

moratorium. Accordingly, the Company promised Staff complete cooperation during the

rate case requested that Staff complete its sufficiency review as soon as possible so that
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l

"7

q
3

4

5

6

7

the rate cases could be found sufficient prior to the acquisition closing. However, when

the instant rate cases were filed, the Test Year and other information asserted by AAWC

was incorrect. In response to Staffs inquiry, AAWC explained that it had been worldng

with the Citizens' records for a year and had many problems correlating Citizens '

information with its own records. As a result, AAWC changed its plans and decided to

tile based on a Test Year ending December 31, 2001, using only Citizens' records for the

Test Year and using pro forma adjustments to impute AAWC's costs onto the Citizens'

8 Test Year.

9

10

11

12

At that time, Staff was concerned that rejection of the filings due to the stale Test Year

could have a negative impact to A.AWC's financial health. Staff was also aware that

AAWC was already claiming rate case expense of $700,000.

13

14 Q- What other factors did Staff consider in regard to post-Test Year plant additions?

15 A.

16

17

18

19

First, Staff determined that the post-Test Year plant additions were used and useful and

that they were non-revenue producing repairs or replacements. Second, the Commission

imposed a three-year rate case moratorium on the Company in the RWE acquisition.

Third, the post-Test Year plant additions are largely security related, and Staff believes

that at this time these particular additions may deserve some special consideration.

20

21 Q. Please review AAWC's proposed post-Test Year plant additions.

22 A.

713

24

In the aggregate for the ten systems in AAWC's five rate tilings, the Company proposes to

include $5,067,635 of post-Test Year plant additions in rate base. The following table

reflects AAWC's proposed post-Test Year plant additions by system and as included in

the totals reflected in Column "A" of Staff Schedule DWC-4 for each system.25

I
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l TABLE v

7 Svstem Post-Test Year Plant Additions

3 Sun City West Water $610,000

4 Sun City West Wastewater 213,100

5 Sun City Water 2,002,900

6 Sun City Wastewater 216,300

7 Mohave Water 984,000

8 Havasu Water 212,200

9 Agua Fria Water 559,081

10 Anthem Water 182,500

11 Anthem/Agua Fria Wastewater 43,054

12 Tubac Water 44,500

13

14 Q.

15 A.

16

17

18

Please review Staff's recommended adjustments to post-Test Year plant additions.

Lm recognition of the issues previously discussed, Staff recommends including in rate base

non-revenue producing post-Test Year plant additions for the period January l, 2002

through December 31, 2002, in this case only. Ln response to Staff data request DWC 12-

2, AAWC provided post-Test Year plant information that is more current than that

19 provided in its filing. Staffs recommendation is based on the updated information. In the

20

21

22

23

aggregate for the ten systems, Staff' s adjustment increases post-Test Year plant included

in rate base by $432,882 from $5,067,635 to $5,500,517. The following table reflects

Staffs recommended adjustments to post-Test Year plant additions by system and as

reflected on Staff Schedule DWC-4 for each system.

24

25 Q. Why is Staff restricting its recommendation to include non-revenue producing post-

26 Test Year plant additions in rate base to only this case"

I
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1 A.

2

3

Including post-Test Year plant additions in rate base introduces a mismatch between plant

and other components of the revenue requirement. Creating a mismatch is undesirable in

most situations. However due to the unique circumstances in this case as discussed above,

4

5

recognizing this limited amount of non-revenue producing post-Test Year plant in rate

base is appropriate.

6

7 TABLE VI

8 Staff adjustment to Recommended

9 Svstem Post-Test Year Plant Additions Post~Test Year Plant Additions

10 Sun City West Water $(76,200) $533,800

11 Sun City West Wastewater (6,984) 206,117

12 Sun City Water 93,200 2,096,100

13 Sun City Wastewater (12,426) 203,874

14 Mohave Water 205,354 1,189,356

15 Havasu Water (17,922) 194,278

16 Agua Fria Water 83,603 642,683

17 Anthem Water 120,074 302,574

18 AnthemJAgua Fria Wastewater 32 43,086

19 Tubae Water 44,151 88,651

20

21

22

Rate Base Adjustment No. 6 - AFUDC Adjustment 3/95

What is AAWC proposing in its filings regarding its AFUDC Adjustment 3/95?Q.

23 A.

24

25

In aggregate for the ten systems, AAWC included an adjustment reducing plant by

31,438,248 and reducing the associated accumulated depreciation by $349,675. The net

effect of these adjustments is to reduce rate base by $1,088,573

26

I
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1

l Q. Why did AAWC include this adjustment in its rate filings?

2 A. The Commission ordered Citizens to make this adjustment to its books in the prior rate

3

4

case. While preparing the filing, AAWC could not identify the required adjustment in

Citizens' records and made the adjustment to comply with the Cornlnission's order.

5

6 Q-

7 A.

8

Why is Staff making an adjustment to A.AWC's AFUDC adjustment"

When Staff inquired, via data request DWC 6-10, as to why the adjustment was being

made, AAWC discovered that Citizens had, in fact, booked the adjustment when ordered

9 to do so by this Corninission. This nullified the need for the additional adjustment. After

10 Staff determined that the adjustment had been correctly booked by Citizens, Staff removed

11

12

the Company's pro forma adjustment to restore the balances to the correctly booked

amounts. The following table reflects AAWC's proposed AFUDC adjustments to plant

Staff's13 Staffs reversal of those adjustments.

14

and accumulated depreciation and

adjustment is reflected on Staff Schedule DWC-4 for each of the ten systems.

15

16 TABLE VII

17 AAWC AAWC Staff Staff

18 Svstem P Want Adi . Acc. Dept. Adi. Plant Adi. Acc. Dept. Adi.

19 Sun City West Water $(43 l,998) S(92,681) $431,998 $92,681

20 Sun City West Wastewater (242,717) (73,969) 242,717 73,969

21 Sun City Water (450,822) (111,822) 450,822 111,822

22 Sun City Wastewater (93,075) (18830) 93,075 18,330

23 Mohave Water N/A N/A N/A N/A

24 Havasu Water N/A N/A N/A N/A

25 Agua Fda Water (217,801) (52,460) 217,801 52,460

26 Anthem Water N/A N/A N/A

I
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1

1 Anthem/Agua Fda Wastewater N/A N/A N/A N/A

2 Tubae Water (1,835) (413) 1,835 413

's
3

4

5

Rate Base Adjustment No. 7 - Acquisition Adjustment

What is an acquisition adjustment?Q-

6 A.

7

An acquisition adjustment is an accounting entry representing the difference between the

purchase price paid by an acquiring utility and the book value of assets being purchased.

8

9 Q. Did AANVC propose recovery of an acquisition adjustment in this case?

10 A. Yes.

11

12 Q . What is the source of the acquisition adjustment"

13 A. AAW C acquired all of  the water and wastewater systems owned by Cit izens

14 Communications Company ("Citizens") in Arizona, as authorized in Decision No. 63584.

15

16 Q- Did Decision No. 63584 establish the rate-making treatment for the acquisition

17 adjustment?

18 A. No. The rate-maldng treatment was deferred to a future rate case. However, Decision No.

19 63584 did establish criteria that the Company must meet before recovery of any

20 acquisition adjustment can be considered.

21

22 Q.

23

According to Decision No. 63584, if any acquisition adjustment is to be recovered in

rates, what would be the basis of that recovery?

24 A.

25

26

Decision No. 63584 states (page ll), "Arizona-Arnerican is cautioned that the

Commission will require Arizona-ArneNcan to demonstrate that clear, quantifiable and

substantial net benefits to ratepayers have resulted from the acquisition of Citizens'

!»
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i 1

3
I
I
1

l systems that would not have been realized had the transaction not occurred before the

2 Commission will consider recovery of any acquisition adjustment in a future rate

'v
J proceeding.11

4

5 Q.

6

Did AAWC attempt to demonstrate net benefits realized by ratepayers from the

acquisition in its filing?

7 A.

8

9

10

l l

No. AAWC did not even attempt to demonstrate any net benefits from the acquisition.

AAWC witness Mr. David P. Stephenson stated in his direct testimony (page 22), "It is

my recommendation to delay the demonstration of the clear, quantifiable, and substantial

net benefits for ratepayers resulting from the purchase of the Citizens' assets by Arizona-

American until a later date, after which time A1rizona~American will have greater

12 operating experience and be better able to demonstrate the tremendous net ratepayer

benefits that result from this transaction."13

14

15 Q.

16

Is the Company's proposed treatment of the. acquisition adjustment in this

application consistent with the acquisition recovery provisions of Decision No.

63584?17

18 A. No. Decision No. 63584 required that AAWC demonstrate clear, quantifiable, and

19 substantial net benefits to ratepayers from the acquisition before the Commission will

20 even consider recovery of any acquisition adjustment. Despite the Company's failure to

2 l make such a demonstration, it is proposing to recover the acquisition adjustment.

22

23 Q. In what manner does the Company's tiling provide for recovery of the acquisition

24 adjustment?

25 A.

26

AAWC is proposing to recover the acquisition adjustment in two ways. First. AAWC

included in original cost rate bases of the various districts that are the subject of the
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i

1

2

3

4

consolidated rate case, 371,240,169 that represents the excess over book value that

AAWC paid to Citizens to purchase these properties. Second, AAWC included, as an

operating expense for recovery in rates, amortization of the acquisition adjustment over

forty years.

5

6 Q. Assuming AAWC could demonstrate ratepayer benefits from the acquisition, what

are some issues to consider in determining the amount, if any, of the acquisition7

8 adjustment that should be allowed for recovery?

9 A.

10

12

13

14

la

16

There are several issues to consider. First, Citizens' gain of $71,240,169 due to the

acquisition by AAWC was not shared with ratepayers. As an issue of equity, if ratepayers

did not share in the gain, then they should not have to pay an acquisition cost. The effect

would be to force ratepayers to pay twice for the plant equal to the amount of any

acquisition adjustment allowed for recovery. Second, the mere event of a change in

ownership is not sufficient justification for increasing rates. As previously discussed,

Decision No. 63584 addressed this by requiring AAWC to demonstrate net benefits to

ratepayers before recovery of an acquisition adjustment is even considered.

17

18

19

A calculation of net benefits includes consideration of detrimental impacts to ratepayers.

The acquisition harmed ratepayers due to the elimination of accumulated deferred income

20 taxes ("ADITs") of $4,674,819, and investment tax credits ("ITs") of$l,9l0,600. These

21 items had, under Citizens' books, reduced rate base, so their elimination raises rate base.

22 There may be other detrimental items as well. For example, AAWC's pro forma

23

24

25

26

adjustments to substitute its overhead costs for Citizens' costs suggests that AAWC has

higher overhead costs. These are among the issues that should be used as an offset to any

benefits the Company may demonstrate in support of a request to recover the acquisition

adjustment. Further, the net benefits demonstrated should also have been unobtainable by
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1

l

2

Citizens, because ratepayers should not have to bear the burden of the acquisition

adjustment if the net benefit could have been implemented by Citizens without the burden

of a $71 million increase to rate base.3
1

4

5 Q. Please review AAWC's proposed acquisition adjustment.

6 A.

7

In the aggregate, AAWC's f ive rate f ilings propose acquisit ion adjustments of

$71,240,169

8

9 Q- What is Staffs position on the proposed acquisition adjustment?

10 A. Staff believes that the acquisition adjustment should receive no recognition in the instant

11 rate cases for all the aforementioned reasons. The following table reflects A.AWC's

12 requested acquisition adjustments and Staffs reversal of these adjustments as reflected in

Schedules DWC3 and DWC-4 for each of the ten systems.13

14

15 TABLE VIII

16 System AAWC adjustment Staff adjustment

17 Sun City West Water 38,164,652 $l8,164,652)

18 Sun City West Wastewater 10,401,376 <10,401876>

19 Sun City Water 9,746,553 (9,746,553)

20 Sun City Wastewater 5,264,640 (5,264,640)

21 Mohave Water 6,121,931 (6,121,931)

22 Havasu Water 52= ,302 (523,302)

23 Agua Fria Water 13,305,699 <13,305,699>

24 Anthem Water l 1,045,860 (1 1,045,860)

25 Anthem/Agua Fda Wastewater 6,134,972 (6,134,9722

26 Tubuc Water 531,184 (531,184)

,
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1

2

Deferred Taxes and Income Tax Credits - Acquisition Net Benefit Components

What treatment did Decision No. 63584 specify for the eliminated ADITs and ITCSQ-

3 carried on Citizens' books"

4 A. That Decision states (vase ll), "Under the Agreement, any decision on the treatment of

ADITs and laCs will be deferred until Arizona-American seeks new rates in a future5

6 proceeding.as

7

8 Q-

9

How are the ADITs, excess deferred income taxes, and ITs that were on Citizens'

books reflected in AAWC's tiling?

10 A.

11

AAWC witness, Mr. Stephenson (pages 22 and/or 23) states, "It is my recommendation

that the deferred taxes, excess deferred taxes, and the investment tax credit not be

12 considered for any raternaldng purpose."

13

14 Q- What were the book amounts carried by Citizens at the time of the asset sale?

15 A. The amounts on Citizens' books were deferred taxes, S4,674,819, excess deferred taxes,

16 30, and investment tax credits, $1,910,600

17

18 Q- Would Staff summarize the reasons AAWC opposes any rate-making treatment of

19 deferred taxes and investment credits"

20 A. Yes. First, AAWC notes that these items represent a source of funds for Citizens, but not

21 AAWC. These taxes/credits will be used by Citizens in calculating its taxable gain or loss

22 80m the sale of the assets and the related deferred tax will become due. The deferred

23 taxes and ITs be eliminated when the related taxes are paid. Second, the Internal

24 Revenue Service has declared that continued rate-making recognition of deferred income

25 taxes and income tam credits will result in the utility losing the option to use accelerated

26 depreciation on its Federal income tax return.

8
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I

1 Q.

2

Does Staff agree that these are good reasons to eliminate the deferred taxes and

ITs, that were on the books of Citizens at the time of the sale of assets, from the

calculation of rate base in this and future rate cases"3

4 A. Yes. This is necessary to comply with U.S. Treasury normalization rules.

5

6 Q- Does Staff agree that these deferred taxes and ITs should not be considered for any

7 rate~making purpose'7

8 A. No. As previously discussed, Decision No. 63584 requires AAWC to demonstrate net

9

10

11

12

benefits to ratepayers to be eligible for consideration of recovery of any acquisition

adjustment. The loss of deferred income taxes and ITs increases rate base and

subsequently revenue requirement. This incremental cost to ratepayers is an offsetting

component to any benefits that AAWC may be able to demonstrate in calculating net

benefit.13

14

15 Q. What is Staff's recommendation regarding deferred taxes and investment credits

that were on Citizens' books at the time of the sale of assets that were the subject of16

17 Decision No. 63584?

18 A. Staff recommends that these amounts not be included in the calculation of rate base in the

19

20

21

current or any future rate case, however, these amounts should be included in the

determination of any net benefit to ratepayers that AAWC may claim to support a request

for recovery of any portion of its acquisition adjustment.

22

23 Q- What is Staffs recommendation regarding the acquisition adjustment?

24 A.

25

26

Staff recommends that the Commission authorize no acquisition adjustment in the current

proceeding. Staff further recommends that AAWC be ordered to exclude from future rate

filings all components of the acquisition adjustment that affect revenue requirement until
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l

2

AAWC demonstrates clear, quantifiable, and substantial net benefits to the affected

ratepayers, in the same rate tiling. Staff further recommends that AAWC be placed on

3 notice that comparisons between its operations and those of Citizens' for the purpose of

and therefore more dif f icult to4 demonstrating net benefits becomes less reliable,

5

6

7

demonstrate, as time lapses.

8

9

OTHER ISSUES

Sun City Wastewater - Tolleson Agreement

Briefly, what is the Tolleson Agreement?Q.

10 A.

11

12

13

14

15

16

17

The Sun City wastewater system does not treat its own wastewater but delivers it to the

City of Tolleson wastewater treatment plant under an agreement originally signed in June

1985. The Third Amendment to this agreement was executed April 22, 2003. The Third

Amendment provides for funding a five-year capital project for the City of Tolleson

wastewater plant, of which, AAWC will be providing approximately $10,000,000 of the

total $40,000,000 project. Additionally, the Third Amendment increases AAWC's

handing for a replacement and contingency reserve to a maximum of $20,000 per month

and an aggregate balance of $200,000.

18

19 Q.

20

21 A.

22

23

24

W hat is AAW C's proposed treatment of  the f ive-year capital project and the

replacement and contingency reserve payments in the instant rate case"

AAWC proposes to place these costs in a balancing account and recover them through a

surcharge, AAWC witness Mr. Bourassa discusses the issue in his direct testimony at

pages six through nine. In addition, on June 15, 2003, AAWC tiled an application for an

accounting order authorizing it to defer these costs (Docket No. SW-01303A-03-0375).

25

|



Direct Testimony of Darron W. Carlson
Docket Nos. WS-01303A-02-0867 et al.
Page 25

I

1 Q-

A.2

4
.J

4

9

What is the status of the accounting order docket"

On August 20, 2003, the Company, Staff, the Residential Utility Consumer Office, and the

City of Youngstown stipulated to an agreement that allows AAWC to defer costs as

amended by the Third Amendment related to the Ive-year capital project arid the

replacement and contingency reserve.

6

7 Q~ What concerns does Staff have regarding the Company's proposal to place capital

and reserve costs related to the Third Amendment of the Tolleson agreement in a8

9 balancing account and recover them through a surcharge"

10 A.

11

It is premature to recommend treatment of the capital and reserve costs related to the Third

Amendment of the Tolleson agreement until the Commission renders a decision in the

12 accounting order case.

13

14 administratively inefficient.

15

Surcharges are Assuming the Commission adopts the

provision of the stipulated agreement regarding the accounting order that allows AAWC

16

17

18

19

20

to defer the capital and reserve costs, Staff recommends that these costs be deferred until

its next rate case. At that time, at least a good portion of these costs would be known.

Deferring these costs to the next rate case places the Company in the same position as if it

owned the new plant and replacements. That is, prudently incurred plant additions would

be recognized in the next rate case. Therefore, deferring the capital and reserve cost

related to the Third Amendment of the Tolleson agreement is the most appropriate21

22 treatment.

23

24 Q~ Does this conclude your direct testimony"

25 A. Yes, it does.

1
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EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY, INC.

DOCKET nos. WS-01303A-02-0867 ET AL.

The surrebuttal testimony of Staff witness, Dacron W. Carlson, addresses the
following main issues in the rebuttal testimonies of the opposing witnesses :

(1) Fair Value Rate Base ("FVRB") should reflect only the reproduction cost new
less depreciation rate base ("RCRB") and should ignore original cost less
depreciation rate base ("OCRB") ,

(2) the Company requests an accounting order authorizing special treatment of the
amortization methodology of the acquisition adjustment, and,

(3) the Company requests a surcharge mechanism for the Sun City Wastewater
system to recover costs of plant being installed over the next fiveyears.

I

Staff recommends the following:

(1) Staff has revised its FVRB determination to reflect 50 percent OCRB and 50
percent RCRB. Staff recommends the Cormnission adopt Staffs surrebuttal
FVRB ;

(2) the Commission should deny the request. for the accounting order. Staff
believes it is inappropriate to authorize an amortization methodology on an
adjustment that this Commission has not authorized for any recovery. Staff
believes that the Company cannot amortize this adjustment at all until
recovery has been authorized, and,

(3) the Commission should deny the request for a surcharge mechanism. Staff
believes it is inappropriate to authorize a surcharge mechanism for costs that
are culTently neither known and measurable nor used or useful.
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1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3 A.

4

5

My name is Dacron W. Carlson. I am a Public Utilities Analyst V employed by the

Arizona Corporation Commission ("ACC" or "Cornrnission") in the Utilities Division

("Staff'). My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- *Q

.8

Are you the same Derron W. Carlson who previously tiled direct testimony in this

case?

9 A. Yes, I am.

10

11 Q- What is the purpose of your surrebuttal testimony in this proceeding?

12 A.

13

14

15

16

17

18

19

20

The purpose of my surrebuttal testimony in this proceeding is to present Staff's response

to the rebuttal testimonies filed by the Arizona Utility Investors Association ("AUIA")

witness Mr. Walter Meek and Arizona-American Water Company, Inc. ("AAWC" or

"Company") witnesses Mr. David Stephenson, Mr. Thomas Bourassa, Mr. Fredrick

Schneider, and Dr. Thomas Zepp. In addition, I am presenting Staffs surrebuttal

schedules DWC-1, DWC-2, DWC-3, and DWC-4. These surrebuttal schedules reflect

Staffs revised recommended cost of capital sponsored by Staff witness Mr. Joel Reiter

and certain adjustments made to Staff's recommended operating expenses, fair value rate

base ("FVRB") and plant balances.

21

22 Q- What other Staff witnesses are involved in the presentation of Staffs responses to

23 rebuttal testimonies?

24 A.

25

Staff witnesses Mr. Alexander Iggie, Mr. Brian Bozzo, Mr. Dennis Rogers, and Mr. Joel

Reiker are presenting Staff' s responses to various aspects of the rebuttal testimonies.

26 Additionally, Staff Engineers Mr. John Chelus, Ms. Dorothy Hairs, Mr. Marlin Scott, Jr.,
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r

1 and Mr. Lyndon Harmon are presenting a joint response to aspects of the rebuttal

2 testimonies .

3

4 Q- How is the remainder of your surrebuttal testimony Organized?

5 A.

6

7

I will rebut each of the opposing witnesses in the same order as listed above and within

each section I will rebut issues in the order used by that witness. Then I will review

Staffs specific changes to plant and fair value rate base.

8

9 Q- Did Staff prepare revised surrebuttal schedules for each of the ten systems?

10 A.

11

Yes. Staff prepared revised surrebuttal schedules for each of the ten systems for revenue

requirement, rate base, and operating income.

12

13 Q- Does the fact that Staff does not respond to any of the Company's issues raised in its

14 rebuttal testimony indicate Staffs agreement with the Company position?

15 A. No. Staffs lack of response to any issue in its surrebuttal testimony should not be

16

17

construed as agreement with the Company's rebuttal testimony. Rather, Staff relies on its

original direct testimony where there is no response.

18

19 AUIA WITNESS MR. WALTER MEEK

20 Fair Value Rate Base

21 Q- After review of Mr. Meek's rebuttal testimony, what is Staff's understanding of his

22 position on FVRB?

23 A.

24

MI. Meek's position is that the Company's proposed FVRB, reflecting only reproduction

cost new less depreciation ("RCND") valuations, is the correct one to use in this

25 proceeding.

26
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(

1 Q-

2

Does Staff agree with Mr. Meek that the Commission should approve a FVRB

reflecting only RCND valuations?

3 A.

4

5

6

No, Staff does not agree. Mr. Meek argues, at page 17, that the Commission should adopt

a rate base reflecting the Company's current value at market, not historic or book cost.

That is not consistent with proper rate-making principles or the historical practice of this

Commission. Staff believes that all valuations that are correct and pertinent should be

7 considered in a fair value determination. In this particular case, until now, the only correct

8

9

10

and pertinent valuation was original cost. Staff Engineering determined that the corrected

RCND valuations filed in the Company's rebuttal testimonies have corrected the

deficiencies cited in Staffs direct testimonies.

11

12

13

14

15

Based on the corrected RCND valuations, Staff recommends the normal Commission

practice of weighting the FVRB to reflect 50 percent original cost rate base ("OCRB") and

50 percent reproduction cost rate base ("RCRB"). The surrebuttal schedules reflect this

altered recommendation.

16

17

18

Acquisition Adjustment

Q- After review of Mr. Meek's rebuttal testimony, what is Staffs understanding of his

19

20 A.

21

position on the acquisition adjustment?

Mr. Meek's position is that the Company should be allowed to defer demonstration of net

benefits to a future proceeding for potential recovery of any acquisition adjustment.

22

23 Q-

24

Does Staff agree with Mr. Meek that the Commission should defer to a future rate

proceeding the demonstration of net benefits from the acquisition?

25 A.

26

Staff agrees the Company should have the opportunity to demonstrate net benefits to

support a request for recovery of the acquisition adjustment in a future rate proceeding
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1

2

3

4

5

6

7

since no recovery should be entertained in this proceeding. However, Staff will repeat its

caution from direct testimony that comparisons between its operations and those of

Citizens' for the purpose of demonstrating net benefits becomes less reliable, and

therefore more difficult to demonstrate, as time lapses. Staff suggests that the term

"defer" should be avoided in any Commission Order in this proceeding to eliminate any

potential misinterpretation that the Commission has changed the requirements established

in DecisiOn No. 63584 for recovery of the acquisition adjustment.

8

9 A.AWC WITNESS MR. DAVID STEPHENSON

10

11 Q.

12

Fair Value Rate Base and Acquisition Adjustment

why has Staff included both FVRB and the acquisition adjustment in one sub-

section?

13 A. Both issues are included in this one sub-section because Mr. Stephenson so entwines the

14 Stephenson's rebuttal testimony both

15

two issues that Staff could not separate them. In Mr.

issues are included under the sub-titie of acquisition adjustment.

16

17 Q-

18

After review of Mr. Stephenson's rebuttal testimony, what is Staffs understanding

of his position on the acquisition adjustment?

19 A.

20

Mr. Stephenson's position appears to be that the Company is not seeking recovery of the

acquisition adjustment in this proceeding.

21

22 Q-

23

Does Staff agree with Mr. Stephenson that the Company is not seeking recovery of

the acquisition adjustment?
W

24 A.

25

26

No, Staff does not agree. Mr. Stephenson contends that the Company's original filing

mistakenly provided for recovery of the acquisition adjustment through

amortization/depreciation expenses, The Company's rebuttal position agrees with Staffs
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1

1 recommendation to remove amortization expense of the acquisition adjustment. However,

2 the Company continues to include the acquisition adjustment in plant as shown on its

3 rebuttal filings on the Schedules B-l and B-2.

4

5 Q-

6

Does Mr. Stephenson explain why the acquisition adjustment is included with the

Company's proposed original cost rate base?

7 A.

8

9

Yes, at page 11, he contends that the acquisition adjustment must be included for

accounting purposes. Mr. Stephenson claims that it does not matter since the Company's

proposed FVRB reflects only RCND valuations and excludes the acquisition adjustment.

10

Q- Does Staff agree that the OCRB treatment of the acquisition adjustment does not

12 matter?

13 A.

14

15

No, Staff does not agree. Regardless of the accounting, if the Company is not requesting

recovery of the acquisition adjustment, then it should have made an adjustment to remove

it from original cost rate base for rate-maldng purposes.

16

17 Q.

18

Does Mr. Stephenson express any opinion about Staff 's recommendation for the

acquisition adjustment?

19 A.

20

21

Yes. Mr. Stephenson asserts, at page ll, that Staff uses the Company's supposed attempt

to recover the acquisition adjustment as reason to recommend an original cost (only) rate

base and is merely an attempt to conceal Staffs rejection of fair value rate-maldng.

22

23 Q- How does Staff respond to this assertion?

24 A.

25

Staff used the only valid and peliinent valuation in determining its recommended FVRB,

the original cost, since Staff had rejected the Company's RCND valuations.

26
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1

2

3

Now with the corrected RCND valuations supplied in the Company's rebuttal, Staff has

more information to use and it now recommends a FVRB consisting of 50 percent OCRB

and 50 percent RCRB.

4

5

6

Q- Why does Staff choose to use 50 percent OCRB and 50 percent RCRB in its FVRB?

A. This particular method is the one that this Commission has used in most, if not all, of the

7

8

9

10

rate cases where there are valid OCRBs and RCRBs. The Commission has determined

this method to be reasonable and appropriate.

Q. Has the Company used FVRB in prior cases before this Commission?

11 A.

12

13

14

Yes, it has. The FVRB in its prior rate case (Decision No. 61831, 07/20/1999) was based

on an OCRB, and AAWC waived the use of RCRB in that case. The Company's older

rate cases (Decision Nos. 60220, 05/27/1997 and 59079, 05/05/1995) reflect a 50 percent

OCRB and 50 percent RCRB weighted FVRB.

15

16 Deferred Income Taxes and Investment Tax Credits

Q. After review of Mr. Stephenson's rebuttal testimony, what is Staff's understanding

of his position on accumulated deferred income taxes ("ADITs") and investment tax

17

18

19

20

21

A.

22

23

24

25

26

credits ("ITs")?

The Company and Staff agree that ADITs and ITs should be zero for the acquired

properties as of the date of the acquisition of the Citizens properties on January 15, 2002.

The Company disagrees with Staff that ratepayers were harmed by due elimination of

ADlTs and ITs due to the acquisition from Citizens. Staff pointed out in direct

testimony that the ratepayers of the acquired systems incurred a higher rate base due to the

elimination of CitiZens' balances in these accounts and this loss should be accounted for in

any determination of net benefits. Mr. Stephenson, at page 12, states that the ratepayers
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1 will eventually gain back this harm through the Company's amortization of the acquisition

2 adjustment.

3

4 Q. How does Staff respond to Mr. Stephenson?

5 A.

6

7

8

9

Loss of ADITs increased rate base and revenue requirement to the detriment of ratepayers.

This negative impact to ratepayers should not be ignored. Any future benefits the

Company might demonstrate should also be recognized. Comparing the benefits to the

detriments will provide the net benefits which the Commission has ordered the Company

to demonstrate to become eligible for recovery of the acquisition adjustment.

10

11

12 Q.

13

Accounting Treatment of the Acquisition Adjustment

After review of Mr. Stephenson's rebuttal testimony, what is Staffs understanding

of his position on the accounting treatment of the acquisition adjustment? >

14 A.

15

It appears that Mr. Stephenson is requesting an accounting order authorizing the Company

to amortize the acquisition adjustment over 40 years using a mortgage style rather than a

16 straight-line basis.

17

18 Q-

19

How does Staff respond to the Company's request for~an accounting order to

authorize the amortization of the acquisition adjustment over 40 years using the

20 mortgage method?

21 A.

22

23

24

The Company has apparently based its recommendation to amortize the acquisition

adjustment over 40 years on Accounting Principle Board ("APB") Opinion No. 17,

"Intangible Assets." APB No. 17 required intangible assets to be amortized over their

useful lives, not to exceed 40 years. APB No. 17 was superseded by Financial Accounting

25 Standards Board ("FASB") Statement No. 142. Under FASB 142 goodwill is not

26 amortized. Instead, it is tested for impairment. However, the Company could amortize a
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1

2

3

regulatory asset (acquisition adjustment) subsequent to the Commission authorizing its

recovery. If and until the Commission authorizes recovery of a portion of the acquisition

adjustment, the Company has no regulatory asset to amortize.

4

5 Q- How does Staff recommend the Company amortize the acquisition adjustment?

6 A.

7

8

The Company has no regulatory asset to amortize per FASB No. 71, "Accounting for the

Effects of Certain Types of Regulation." There is no reason to authorize an amortization

method on an asset that does not exist. Staff recommends that the Commission authorize

9

10

an amortization methodology only in the event of, and in conjunction with, a provision

authorizing recovery of a portion of the acquisition adjustment.

11

12 Miscellaneous Issues

13 Q- Does Staff have any other comments on Mr. Stephenson's rebuttal testimony?

14 A.

15

16

17

18

Yes, first Mr. Stephenson testifies, at page 22, that Staff picks and chooses issues to lower

the revenue requirement. Then, on the same page, he accuses Staff of being inconsistent

when Staff includes a full year of post-test year plant additions that increase revenue

requirement. Staffs recommendations are consistent with rate-maldng principles or with

variances the Commission at times allows to recognize limited post-test year plant in rate

19 base. Staff only recommends recognition of certain post-test year plant in this particular

20

21

22

23

24

case due to the unique and extraordinary circumstances discussed in my direct testimony,

at page 14, including the stale test year, the rate case moratorium, and the post-9/11

security improvements, and Commission Decision No. 61831. Absent all of these unique

or other extraordinary circumstances recognition of post-test year plant would not be

appropriate in this case because it results in a mismatch.

25
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I

1

2

3

4

5

6

Additionally, Mr. Stephenson testifies, at page 22, that Staff removed the Citizens

computer systems that the Company did not purchase from Citizens as not used and

useful, which he agrees is proper. But, he testifies that Staff did not include an allowance

for the Company's administrative costs. Staff believes that any administrative operating

costs included in computer plant items will be similar to the Company's administrative

operating costs already included in its computer billing system.

7

8 AAWC WITNESS MR. THOMAS BOURASSA

9 Fair Value Rate Base

10 Q- After review of Mr. Bourassa's rebuttal testimony, what is Staff's understanding of

11 his position on FVRB?

12 A.

13

Mr Bourassa's position, much like the other AAWC witnesses, is that the Company's

proposed rebuttal FVRB, reflecting only RCND valuations, is the correct one to use in this

14 proceeding.

15/

16 Q-

17

Does Staff agree with Mr. Bourassa that the Commission should approve a FVRB

reflecting only RCND valuations?

18 A.

19

20

21

22

23

24

25

No, Staff does not agree. Staff notes that Mr. Bourassa, at page 9, misinterprets the

Cornlnission's prior decisions in an attempt to support his position. Mr. Bourassa

contends that fair value means current value. His interpretation is simply not correct.

This Commission has determined, in previous cases where there were valid OCRBs and

RCRBs, that the appropriate fair value would reflect 50 percent OCRB and 50 percent

RCRB. To support his position, Mr. Bourassa cites previous cases before this

Commission where an RCRB was accepted, but he neglected to mention that in every one

of theses cases FVRB was set, at best, at 50 percent OCRB and 50 percent RCRB.

26
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1

2 Q-

3

4 A.

5

6

Sun City Wastewater/Tolleson Agreement Third Amendment Cost Recovery

After review of Mr. Bourassa's rebuttal testimony, what is Staff's understanding of

his position on cost recovery of the third amendment to the Tolleson Agreement?

Mr. Bourassa's position is that the Commission should authorize the Company's proposed

surcharge mechanism to allow recovery of costs related to the third amendment to the

Tolleson Agreement, in this proceeding.

7

8 Q- Does Staff agree with Mr. Bourassa that the Commission should authorize the

9

10

Company's proposed surcharge mechanism to recover costs from the third

amendment to the Tolleson Agreement in this proceeding?

11 A.

12

13

14

15

16

17

18

19

20

21

22

No, Staff does not agree. Mr. Bourassa states that the costs are reasonably known and

measurable. First, the Company is obligated to pay approximately $10 million before

2008 to fund capital improvements not yet completed, as the construction plan covers a

five-year period. Staff believes it would be irresponsible to recommend that this

Commission authorize a surcharge for recovery of costs for plant that its Engineering Staff

did not inspect and approve and may not for five years or more. Further, Staff will not

have reviewed all of the actually known and measurable expenses, and it may not for five

or more years from now. Staff continues to believe that the Commission should only

authorize recovery of plant investment after it is used and useful and the costs are known

and measurable. Staff's recommendation places the Company in the same position as if it

constructed and owned the new plant and replacement plant. That is, prudently incurred

plant additions would be recognized in the next rate case.

23

24

25

26

Second, the contingency and reserve fund is to be funded at $20,000 per month with an

aggregate of $200,000. Staff notes that this fund is reserved for unknown future plant

additions and replacements and, therefore deserves the same treatment as detailed above.
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1

1

2

3

4

5

That is, there should be no recovery until plant additions are completed from this fund.

After which, those additions could be included with the Company's next rate case filing.

This allows Staff Engineering to inspect plant additions and for Staff to verify costs of

plant prior to the Commission's authorizing inclusion in rate base for recovery. Again,

this puts the Company in the same position as if it owned the new or replacement plant.

6

7 Q-

8

What is Staffs recommendation on the surcharge request to recover costs related to

the Third Amendment to the Tolleson Agreement?

9 A.

10

11

12

13

Staff recommends that the Company continue to defer these costs, as ordered in Decision

No. 66386, dated October 06, 2003. Whenever plant is placed in service from either the

capital improvement fund or the contingency and reserve fund, it then can be considered

for inclusion in the Company's proposed rate base in its next rate filing This method

allows Staff to inspect and verify this plant the same way it does for plant that the

14 Company actually owns.

15

16 AAWC WITNESS MR. FREDRICK SCHNEIDER

17

18

Sun City Wastewater/Tolleson Agreement Third Amendment Cost Recovery

Q. After review of Mr. Fredrick Schneider's rebuttal testimony, what is Staff's

19 understanding of his position on cost recovery of the third amendment to the

20 Tolleson Agreement?

21 A.

22

Mr. Schneider's position is that the Commission should authorize the Company to recover

the costs of the third amendment to the Tolleson Agreement in this proceeding.
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I

1 Q- Does Staff agree with Mr. Schneider that the Commission should authorize the

2

3 A.

4

Company to recover these costs, in this proceeding?

No, Staff does not agree. As already explained in this surrebuttal testimony, Staff does

not believe that the costs represent any used or useful plant nor are they known and

5 measurable.

6 AAWC WITNESS DR. THOMAS ZEPP

7 Fair Value Rate Base

8 Q.

9

After review of Dr. Zepp's surrebuttal testimony, what is Staffs understanding of

his position on FVRB?

10 A.

11

Dr. Zepp's position is that the Company's proposed FVRB, reflecting only RCND

valuations, is the correct one to use in this proceeding.

12

13 Q.

14

Does Staff agree with Dr. Zepp that the Commission should approve a FVRB

reflecting only RCND valuations?

15 A.

16

17

18

19

No, Staff does not agree. Dr. Zepp, at page 28, states that the Commission is required to

use RCRB as FVRB, which is simply false as a matter of rate-maldng principle and

historical practice. The Commission is required to consider the "value of a utility's

property at the time of inquiry" assuming that a rate tiling includes a valid and pertinent

RCND study. Dr. Zepp believes that OCRB should be ignored in FVRB determination.

20

21

22

23

24

Staff is not aware of any rate case in the past, where this Commission ignored OCRB and

used an RCRB-only FVRB. In Staffs Surrebuttal, it revised its recommended FVRB to

reflect 50 percent OCRB and 50 percent RCRB, the usual method that this Commission

has used to set FVRB .

25
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1

1 Q.

2

3 A.

4

Does Dr. Zepp discuss what valuation rate base should be used on which to apply the

rate of return ("ROR")'?

Yes, he does. Dr. Zepp testifies, at page 27, that the rate of return should be applied

directly to FVRB (assuming it reflects only RCRB).

5

6 Q. Is Dr. Zepp presenting his opinion as an expert legal witness?

7 A. No. Dr. Zepp is not presenting himself as a legal expert.

8

9 RATE BASE

10

11 Q.

12

Post-Test Year Plant Adjustment

Is Staff recommending any adjustment to post-test year plant subsequent to what

was recommended in Staff direct testimony?

13 A.

14

15

Yes. Staff assumed that all post-test year plant additions were in place and accepted by

Engineering Staff as per the amounts reflected in the Company's response to Staff data

request DWC 12-2. Accordingly, Staffs schedules reflect this assumption.

16

17 Q- What caused Staff to recommend further adjustment to post-test year plant

18 additions?

19 A.

20

21

22

23

After the filing of Staff's direct testimony, it was discovered that Staff witness Mr. Marlin

Scott, Jr. did not totally accept the Company's post-test year plant additions. At page 14

of Mr. Scott's direct testimony and page 49 of Mr. Scott's engineering report for the

Mohave Water system, he recommends removing $72,240 of post-test year plant

additions. Mr. Scott was unable to verify this plant and Company personnel could not

24 identify it.

25
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J

1 Q. What is the adjustment Staff recommends?

2 A.

3

4

Staff recommends reducing the post-test year plant additions under plant account no. 311

for the Mohave Water system, as reflected in Staffs surrebuttal schedule DWC-4. Staffs

direct schedule used $127,873 for the post-test year plant additions in plant account no.

3 l l. Staffs rebuttal schedule uses $55,633 for this entry, reflecting the $72,240 removal.5

6

7

8

9

Not Used and Useful Plant Adjustment

Q. Is Staff recommending any adjustment to plant subsequent to what was

recommended in Staff direct testimony?

10 A.

11

12

13

14

Yes. Staff recommended removal of plant (designated as not used and useful) listed in the

plant accounts of the Sun City Water system under plant account no. 391.10 (computer

equipment), $592,003 in plant and $40,759 of associated accumulated depreciation. Staff

relied upon the asset listing for these amounts and it created a credit (negative) balance in

account no. 391.10 after adjustment.

15

16 Q- What caused Staff to change its adjustments to plant?

17 A.

18

19

20

The Company had allocated this plant to eight of the Maricopa systems. Subsequent to

the tiling of Staffs direct testimony and prior to the filing of the Company's rebuttal

testimony, the Company provided Staff with its allocation basis in response to Staff data

request no. DWC 35-1 .

21

22 Q- What is the adjustment that Staff recommends?

23

24

A. Staff recommends replacing the original plant and accumulated depreciation adjustments

with an adjustment that reflects the following table:
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1

2 TABLE I

3 Decreases to Decreases to

4 Svstem Accumulated Depreciation

5

Computer Plant

$99,055 $6,820

6 94,656 6,517

7 141,104 9,715

8 134,421 9,255

9

Sun City West Water

Sun City West Wastewater

Sun City Water

Sun city Wastewater

Mohave Water -0- -0-

10 Havasu Water _0- -0-

11 82,674 5,692

12

Agua Fria Water

Anthem Water 20,781 1,430

13 Anthem/Agua Fria Wastewater 16,174 1,114

14 Tubae Water 3,138 216

15 TOTALS : $592,003 $40,759

16

17 The corrected adjustments are reflected in Staffs surrebuttal schedule DWC-4.

18

19 Q- Did the Company address this allocation issue in its rebuttal testimony?

20 A.

21

AAWC witness, Mr. Bourassa, at page 4 mentions it and refers to his rebuttal schedule B-

2, pages pa and pa.

22

23 Q- Did the Company's allocations agree with Staffs allocations?

24 A.

25

26

No. Specifically to the computer adjustment, the Company's allocation of plant is more

than $600,000 and its allocation of accumulated depreciation is less than $30,000 so that

the Company's allocation does not equal the original adjustment as reflected in Table I.
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1 Q- What does Staff recommend? J

2 A.

3

4

Staff recommends that its version of the allocation (using the Company's allocation basis)

be adopted as it is correct and matches the original amount that the Staff Engineer found

not used and useful and reflected in Staff" s original adjustment.

5

6

Q- How do these adjustments affect the OCRB?

A.

7

8

For the ten systems, Staff recommended an OCRB, in the aggregate, of $91,719,544 in its

direct testimony. As per Staff surrebuttal schedule DWC-3, Staff now recommends an

OCRB, in the aggregate, of$91,647,303 .

9

10

11

Q- Is Staff recommending any other adjustments to the rate base?

A.

12

13

14

15

Yes. As explained earlier in this surrebuttal testimony, Staff now recommends a FVRB

using 50 percent OCRB and 50 percent RCRB. Originally, Staff had only the OCRB

valuation to use as the Company's RCND valuations were not valid. The Company

corrected the RCRB in its rebuttal testimony, so now Staff can use both valuations in its

recommended FVRB.

16

17 Q- Staff's rate base schedules only reflect OCRB. Where are Stafi"s RCND rate base

schedules?18

19 A.

20

Staff could not produce its own RCND rate base because it could not correlate its

adjustments to the RCND.

21

22 Q- How did Staff arrive at its recommended RCRBs forth ten systems?

23

24

A.

25

Staff used the Company's rebuttal schedules, specifically rebuttal schedule B-l. First

Staff adjusted the Company's OCRB by removing the acquisition adjustment. Then Staff

divided that corrected OCRB into the Company's RCRB. Then Staff multiplied that
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1

resulting figure by Staff' s surrebuttal OCRB from surrebuttal schedule DWC-3. The

following calculations for the Sun City West Water system are presented as an example:

Company OCRB $20,165,548

Less the acquisition adjustment (8.101 ,9021

Total 12,063,646

Company RCRB 15,432,917

15,432,917/ 12,063,646 = 127929126899

Staff OCRB 11,971,281 X 127929126899 T

StaffRCRB $15,314,755

The Staff recommended RCRB has the same ratio to Staff recommended OCRB as the

Company's proposed RCRB has to the Company's proposed OCRB (less the acquisition

adjustment).

Q- What is Staffs recommendation for rate base?

A. Staff recommends that the FVRB be determined by using 50 percent of Staff' s OCRB and

50 percent of Staffs RCRB. In the aggregate, Staffs OCRB is $91,647,303 and Staffs

RCRB is $135,490,259, resulting in a Staff recommended FVRB of $1 13,569,782 for all

ten systems.

REVENUE REQUIREMENT

Rate of Return

Q. Is Staff recommending any adjustment to the rate of return in its surrebuttal

testimony?

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. Yes, Staff witness, Mr. Joel Reeker has recommended an updated rate of return and his

recommendation is reflected in Staff surrebuttal schedules JMR-S8 and DWC-1.



Surrebuttal Testimony of Derron W. Carlson
Docket No. WS-01303A-02-0867 et al.
Page 18

i

1 Income Statement

2 Q- Is Staff recommending any adjustments to the income statement in its surrebuttal

3

4 A.

5

6

7

8

9

10

11

testimony?

Yes. Staff has altered all of the ten systems' income statements. The adjustments include

adjustments to purchased water for Agua Fria and Anthem water systems sponsored by

Staff witness Mr. Alexander Iggie, adjustments to the rate of return (which affects

revenue) and the weighted cost of debt (which affects synchronized interest and thus

income taxes) sponsored by Mr. Raker, and, my adjustments to plant (which affect

depreciation). These adjustments alter the recommended revenue requirement, the

purchased water expense level, the depreciation expense, the property taxes, and the

income taxes at various levels in each of the ten systems. Please refer to the individual

12 Staff surrebuttal schedules AII-1 and AII-2 for the specific effects to each system.

13

14 Q- What is Staff's recommendation for revenue requirement?

15 A.

16

17

18 over current rates.

19

Staff recommends that the Commission adopt Staffs surrebuttal level of revenue

requirement, as reflected on Staffs surrebuttal schedule DWC-l for each system. In the

aggregate, Staff's surrebuttal revenue increase totals $346,647 for a 0.98 percent increase

The aggregate effect on the ten systems is to reduce Staffs

recommended revenue increase by $130,075 from $476,722 to $346,647.

20

21 Q. Does this conclude your surrebuttal testimony?

22 A. Yes, it does.
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I. INTRODUCTION
*.

Q- PLEASE STATE YOURNAME AND BUSINESS ADDRESS.

A. William T. Sellner
13180 N. 103'" Avenue
Sun City, Az 85351

Q, BY WHOM AND IN WHAT POSITION ARE YOU EMPLOYED?

A. Sun Health Corporation - Chief Financial Officer

Q- HOW LONG HAVE YOU BEEN EMPLOYED BY SUN HEALTH?

A. 10 years

Q- WHAT ARE YOUR RESPONSIBILITIES AS CHIEF FINANCIAL
OFFICER?

A. Direct responsibility for financial reporting and budgeting, patient account services,

including billing and collection, purchasing and materials management, information

services, environmental services and risk management. Beyond the direct reports, I have

overall responsibility for fiscal management of Sun Health and its affiliates.

11. PURPOSE OF TESTIMONY

Q- WHAT is THE PURPOSE OF THIS TESTIMONY?

A. I will provide surrebuttal testimony in response to the rebuttal testimony filing by

Arizona .-. American Water Company. More specifically, my surrebuttal testimony is in

support of Arizona ...- American's comments regarding Staffs proposed rate design

recommending a three-tier inverted block rate structure .

740010_1.D0c (49377.l)



Q, HOW WILL YOUR SURREBUTTAL TESTIMONY BE ORGANIZED?

A. Twill first provide a description of Sun Health and its operations in Sun City, Sun

City West, Youngtown, El Mirage and Surprise. As I will discuss in greater detail, we are

a non-profit entity that provides vitally needed medical services to the residents of those

communities and other communities in northwest Maricopa County.

The second part of my testimony will focus on our concerns regarding Staff" s

proposed rate design. I will discuss some of the issues about that design raised in the

rebuttal testimony of Ronald Kozo ran. The structure proposed by Staff may unfairly

penalize our facilities.

111. DESCRIPTION OF SUN HEALTH AND ITS FACILITIES

Q, WHAT Is THE SUN HEALTH CORPORATION?

A. Sun Health Corporation, is an Arizona non-profit corporation and is tax-exempt,

pursuant to Section 501(c)(3) of the Internal Revenue Code. It owns and operates a

community healthcare network that offers a full range of health and wellness services to

the residents of northwest Maricopa County, primarily in the communities of Sun City,

Sun City West, Youngtown, El Mirage and Surprise. Sun Health Corporation owns and

operates two acute care hospitals, a skilled nursing facility, an Alzheimer's facility, two

hospice residences, a home health agency, a residence for developmentally disabled adults,

four physician clinics, a research institute and a nursing school program.

Q- PLEASE DESCRIBE THE HOSPITAL FACILITIES OPERATED BY SUN
HEALTH.

A. We operate two Maj or hospital facilities that serve the community. The Walter O.
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Boswell Memorial Hospital, a 343 licensed-bed hospital including 283 general acute care

beds, 40 rehabilitation beds and 20 skilled nursing facility beds. The hospital provides

inpatient/outpatient general medical and surgical acute care, skilled nursing care and

rehabilitation services. We also operate the Del E. Webb Memorial Hospital, a 269

licensed-bed including 182 general acute care beds, 34 psychiatric beds, 26 rehabilitation

beds and 27 skilled nursing facility beds, providing inpatient/outpatient general medical

and surgical acute care, skilled nursing care, psychiatric services and rehabilitation

services. Both hospitals provide intensive care and 24-hour emergency services.

Q- WHAT OTHER SERVICES DOES SUN HEALTH PROVIDE To THE
COMMUNITY?

A. Additional services include:

• Sun Health Care Center - a 128 licensed-bed skilled nursing care facility
providing sub-acute and custodial care.

• Sun Health Home Care Services .- provides a blend of services at the patient's
residence to promote, maintain and restore health.

• Sun Health Alzheimer's Residence .- a 36-bed facility offering services to
patients with early to mid-state Alzheimer's disease and dementia.

u

• Sun Health Hospice Care Services ... provides a combination of inpatient and
outpatient care and support services for terminally ill patients, including a 12-
bed facility providing inpatient hospice care with a second 12-bed facility under
construction.

• Sun Health Residence for Special Adults - a 10 room facility for
developmentally disabled adults who are unable to live independently.

Sun Health Personal Care Services .-. provides a variety of home-based services
including personal hygiene and preparation of basic meals to enable individuals
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to remain independent in their homes.

Sun Health Community Education Center - provides a wide-range of
community education programs and support groups, including the operation of a
health education library.

Sun Health Olive Branch Senior Center - offers area senior residents a variety of
structured activities including health and wellness programs, recreational and
socialization events and hot nutritious lunches .

Q- PLEASE DESCRIBE SUN HEALTH'S INVOLVEMENT IN THE
COMMUNITY.

A. In addition to all of the direct healthcare services, Sun Health sponsors many

community service programs, including health education seminars and lectures, support

discussion groups for victims of cancer, stroke, heart disorders, diabetes, and Alzheimer's

disease, screening and early detection services, classes in nutrition, weight control and

diabetes education, a telephone reassurance program, and a basic life support center that

provides cardio-pulmonary resuscitation training. \

Sun Health sponsors health fairs, a health newsletter and two libraries dedicated to

the health and wellness needs of adults. More than 54,000 persons attended community

education related services in 2002 .

In addition, Sun Health operates the Sun Health Research Institute founded in 1986

as a private, non-profit biomedical research center dedicated to the study of age-related

diseases such as Alzheimer's, Parkinson's and Arthritis. Sun Health Research Institute

collaborates with other research entities in Arizona, including the Mayo Clinic Scottsdale,

Barrow Neurological Institute, Arizona State University, and Banner Health. The research

conducted at Sun Health is recognized around the world, and is contributing immensely to
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the fight for finding cures and treatments to these debilitating diseases that affect the

residents of Arizona.

Q- HOW MANY PEOPLE IN THE COMMUNITY ARE SERVED BY SUN
HEALTH?

A. Sun Health is the dominant provider of inpatient acute hospital services to the

residents of Sun City, Sun City West, as well as Youngtown and Surprise. The majority of

the residents of these communities received their inpatient hospital care with Sun Health

Corporation.

In 2002, Sun Health set a record for treating almost 30,000 inpatients and more than

62,000 emergency department patients as well as providing 190,000 outpatient procedures.

The population of Sun Health's primal service area is expected to increase by 16%

by 2007.

Q, HOW DOES SUN HEALTH SUPPORT ITS ACTIVITIES?

A. Volunteer and contributed financial support as well as investment revenue

generated by Sun Health Properties, Inc. are critical to the well being of Sun Health.

Sun Health Corporation's activities are supported by the Sun Health Auxiliary, an

association of over 3,900 dedicated volunteers who contribute their time and talents to

promote the objectives of the constituents of Sun Health through fund raising and by

providing services which are supplementary and complementary to essential services. In

2002, these volunteers contributed over 482,480 hours of service to Sun Health

Corporation and their cumulative hours exceed 8 million.
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Iv. COMMENTS ON RATE DESIGN

Q~ PLEASE DESCRIBE STAFF'S PROPOSED RATE DESIGN.

A. Staff is proposing a three-tier inverted block rate structure with break over points at

4,000 gallons and 100,000 gallons. Staffs witness, Mr. Rodgers, describes the purpose of

this recommendation on page 5 of his direct testimony which states "Staff recommends a

rate design that encourages planners to design growth to efficiently use water, to promote a

reduction in the average use in the long term, and to reduce the incremental cost of future

growth consistent with its increasing cost." Mr. Rodgers further expresses his belief that

the tiered rate structure will promote a reduction in water usage by monetarily rewarding

customers who can limit their use below the 4,000 and 100,000 gallon breakpoints.

Q. DO YOU AGREE WITH STAFF'S PROPOSED RATE STRUCTURE?

A. No. While we support efforts to conserve water, we do not believe the method

chosen will result in a reduction of water usage. The rate design proposed by Staff

assumes that all users can confine their water use to the break over points established by

Staff. The rate design fails to account for differences in customer classes. A reasonable

consumption requirement for a residential user or an industrial user is not the same as a

reasonable consumption requirement for a hospital and other healthcare facilities. Because

the rate design fails to account for such differences, we do not believe it will encourage

conservation and it could result in the hospitals subsidizing the rates of other users.
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Q- WHY WOULDN'T THE PROPOSED BREAK OVER POINTS
ENCOURAGE WATER CONSERVATION?

A. The break over points are unrealistic for our facility. It would be impossible for the

Maj rarity of our facilities such as hospitals to reduce water consumption below 100,000

gallons and still provide service. Attached to my testimony is a water usage comparison

for twelve months ending September 30, 2003. Our two hospital facilities utilize an

average of just over 6 million gallons of water per month. There is no way to manage to

the break over points established by Staff. The break over points are so unrealistic that it

would not be a prudent investment to even try to meet the standards established by the staff

proposal.

Q- YOU ALSO MENTIONED THAT THE YOU THOUGHT THE RATE
DESIGN COULD RESULT IN THE HOSPITAL SUBSIDIZING THE
RATES OF OTHER WATER USERS. PLEASE EXPLAIN WHY YOU
BELIEVE SO?

A. Since it would be impossible to meet the standards established in the Staff proposal,

Sun Health would be forced to pay a higher rate for its water. Based on rebuttal testimony

provided by Mr. Kozo ran at page 27, it appears that Staffs proposal will shift a large

portion of the revenue requirements to customers using over 100,000 gallons monthly. As

I mentioned earlier, our non profit hospitals use well over 60 times the 100,000 gallon

break over point per month. Under the Staff s proposal Sun Health, a non profit

corporation will end up subsidizing customers and businesses that have lower water usage

demands.
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Q- HOW WOULD SUN HEALTH'S RATES BE AFFECTED IF THE
COMMISSION WERE TO ADOPT THE COMPANY'S REVENUE
REQUIREMENTS AND STAFF'S RATE DESIGN?

A. This is our primary concern. The revenue requirements proposed by the Company

in its surrebuttal testimony called for a 70.62% increase for the Sun City District and a

36.13% increase for the Sun City West District. We are very concerned that combining

the Company's revenue requirements with the Staff rate design, which calls for higher

rates on large water users, could significantly increase our rates. We filed data requests

with both Staff and the Company to get more information on the impact of our rates.

Q- HOW WOULD AN INCREASE IN YOUR RATES AFFECT THE
OPERATIONS OF SUN HEALTH?

A. This answer will obviously depend on the amount of the increase. A significant

increase will exacerbate our losses. Providing healthcare to our community residents in

principally a Medicare environment, mandates effective and efficient operations. Our

hospital system has been nationally recognized as a cost efficient operation and we

benchmark in the top quartile for cost effectiveness when compared to our peers. A

significant increase in our water rates will provide a further cost challenge to an already

challenging healthcare environment as it relates to costs associated with nursing personnel,

supplies and technology advances.

Q- WHAT DO YOU HOPE TO GAIN FOR SUN HEALTH BY INTERVENING
IN THIS RATE CASE?

A. We believe the Staffs three-tiered inverted block rate structure should recognize

the differences in consumption rates for large users. Separate break over points for
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hospitals and similar facilities should be established to provide reasonable and attainable

goals for a reduction in consumption.

Q. WHAT DOES SUN HEALTH CURRENTLY DO To REDUCE WATER
CONSUMPTION?

A. The measures we take to reduce water consumption are as follows :

• Timers on all sprinkler and plant drip irrigation systems, we continuously
monitor for run-off from the landscaping to minimize usage.

Water minimizer plumbing fixtures are installed for water closets, showers and
sinks in the patient areas; electronic faucets and urinals are installed in public
restrooms »

• Automatic slowdown systems on boilers to minimize water usage.

• Closed loop water cooling on water sealed pumps to eliminate water flow to
drains.

• Maintain close control of water treatment systems to minimize excessive
slowdown and backwash usage of water.

• No humidifiers are used in our buildings air conditioning systems.

• The buildings chilled and hot water systems are closed loop so that no water is
dumped down drains.

The potable hot water system is a recirculating type to provide immediate hot
water to the faucets to minimize flow to drains.

Plants used in landscaping are selected for minimum water requirements.

Minimize use of water features in our buildings and on our grounds.

Q, DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

A. Yes, it does.
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l 1. INTRODUCTION AND QUALIFICATIONS

2

3
Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

4 A. My name is Jesse Mendez and my business address is 12030 Clubhouse Square,

5 Youngstown, Arizona 85363 .

6
J

7

8

Q. BY W HOM ARE YOU EMPLOYED AND IN W HAT CAPACITY?

A. I am employed by the Town of Youngstown ("Youngtown" or "Town") as the
9

10
Town's Public Works Director. I have been Youngtowll's Public Works Director

11
for twenty-three years.

12

13 Q. PLEASE DESCRIBE YOUR RESPONSIBILITIES AS THE PUBLIC

14 WORKS DIRECTOR FOR THE TOWN OF YOUNGTOWN?

15

16

A. I direct all activities of the Youngtown Public Works Department including

planning, organizing, and coordinating the activities of several sub-departments,
17

18
which comprise the Public Works Department. My major responsibilities are

aimed at the overall administration and coordination of engineering projects from
19

20

21

the planning stage through completion. I also manage the development of long-

tell public works projects and programs to meet the various community needs

22 according to their priorities. I managed the Youngstown water system for 23 years

23
until it was sold to Citizens Utilities Company in 1996, which subsequently sold

24

25

26

the system to Arizona-American.

w
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1 Q. IS IT FAIR TO SAY THAT BECAUSE YOU MANAGED THE

2
i

YOUNGTOWN WATER SYSTEM FOR TWENTY-THREE YEARS, YOU

3 ARE EXTREMELY FAMILIAR WITH THIS WATER SYSTEM?
4

A. Yes. I basically know every piece of the water system and where it is located. It
5

is worth noting that because parts of the Youngstown system is so old, existing
6

7
maps do not always show the lay-out of the water system in sufficient detail.

8 Thus, I regularly receive calls from Arizona-American personnel asking questions

9 about the water system in Youngtown.

10

11
II. PURPOSE OF TESTIMONY

12

13 Q. WHAT is THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

14 A. The purpose of my Sur-rebuttal Testimony is to respond to certain inaccurate or

15

16

misleading statements made by Arizona-Americau's witness Mr. Fredrick K.

Schneider in his Prevailed Rebuttal Testimony regarding the Tow ii of Youngtowli's
17

18
request for a Fire Hydrant Water Service Improvement Plan. As indicated in

19
Youngstown's Prefixed Direct Testimony, Youngstown proposes that Arizona-

20 American, the Town, and the local fire department work together to develop a

21 "Fire Hydrant Water Service Improvement Plan" to expedite Arizona-American's

22 efforts to upgrade sub-standard size main and branch lines feeding hydrants

23
located in certain older areas of the Youngstown water system. The specific street

24

25

26

areas in Arizona-American's Sun City District where sub-standard size main and
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1 branch lines feeding hydrants exist are roughly shown on the map attached to this

2 testimony.

3

4

5

III. DISCUSSION BETWEEN YOUNGTOWN AND ARIZONA-AMERICAN

REGARDING THE ADEQUACY AND SAFETY OF WATER SERVICE

TO THE TOWN

Q. DO YOU AGREE WITH MR. SCHNEIDER'S REBUTTAL TESTIMONY

(PAGE s, LINE 13) THAT THE TOWN OF YOUNGTOWN NEVER

6

7

8

g

10

11
CONTACTED ARIZONA-AMERICAN To DISCUSS THE TOWN'S

12 CONCERNS REGARDING THE ADEQUACY AND SAFETY OF WATER

13

14

SERVICE To THE TOWN'S HYDRANTS?

A. Absolutely not. In July of 2002, Youngstown Town Manager Mr, Mark Fooks and

15

16

I met with the Arizona-American Manager Mr. Robert J. Kula to discuss the

Town's concerns regarding the adequacy and safety of Arizona-American's water

service to the Town's hydrants in certain older portions of the water system. At
17

18

19
this meeting, Mr. Kuta indicated that the Company would develop, with input

20

21

from the Town, a long-term plan to remedy any sub-standard main and standpipes

feeding the Town's hydrants. Youngstown, however, did not hear back from the

22

23

Company until after the Town filed its Profiled Direct Testimony over a year after

the meeting.

24

25

26
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l IV. ADEQUACY OF WATER SERVICE

2

3
Q. is MR. SCHNEIDER CORRECT IN HIS REBUTTAL TESTIMONY

4 WHEN HE CHARACTERIZES YOUNGTOWN'S REQUEST FOR A FIRE1 l

5 HYDRANT WATER SERVICED IMPROVEMENT PLAN AS AN

6 UPGRADE To "FIRE FLOW" SERVICE?

7 A. No. Youngstown has made no claim that Arizona-American has failed to comply

8
with the Commission rule requiring delivery pressure equal to the minimum of 20

9
pounds per square to each of its metered customers. As I indicated above,

10

11
Youllgtown's position and safety concern is that there are certain older areas of

12 the Company's Sun City Water District water system within Youngstown (as

13 identified roughly on the map attached to this testimony) that currently have sub-

14 standard size main and branch lines to support the required size and type of fire

15

16

hydrants being utilized by the local fire department. The water system in these

areas dates back to the l960's, have never been upgraded, and currently have only
17

18
4 inch mains and only.3 inch standpipes that are far too small to provide adequate

water service to the hydrants used by the fire department and are far smaller than
19

20

21

current standard size main lines and standpipes used by utilities in new housing

developments .

22

23

24

25

26
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l v. CONDITION OF THE WATER SYSTEM IN YOUNGTOWN

2

3
Q. DO YOU AGREE WITH MR. SCHNEIDER THAT THE WATER

4
SYSTEM IN YOUNGTUWN is GENERALLY IN GOOD CONDITION

5 FOR ITS AGE AND PROVIDES ADEQUATE AND RELIABLE

6 SERVICE?

7 A. I agree that overall, the water system in Youngtown is in good condition

8
considering that parts of the system are over forty years old. I disagree, however,

9

10
that the older parts of the system provide adequate and safe service to the Town's

11
hydrants. Even Mr. Schneider seems to indicate that relative to modern water

12 systems, the older parts the Youngstown system are simply not capable of

13 providing adequate water flow service to hydrants and would not pass muster if

14 eonstmcted today. (See Schneider Prefixed Rebuttal Testimony, Page 5, Lines 6
r

15

16

12). As indicated in Youngstown's Prefixed Direct Testimony, this is of great

concern to the local Ere department (Sun City Fire Department) because modem
17

18
fire trucks cannot use the hydrants receiving this inadequate water service. It is

my understanding that these hydrants have a special color tag so that the fire
19

20

21

department can identify them. To overcome the problem of inadequate water

service to these hydrants, the fire department has resorted to attending to fire calls

22 in the older section of Youngstown with tanker trucks illed with water rather than

23
rely exclusively on the fire hydrants.

24

25

26
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1

2

Q- DO YOU AGREE WITH MR. SCHNEIDER'S ASSERTION THAT

IMPROVEMENTS TO THE WATER SYSTEM IN THE COMPANY'S

SUN CITY WATER DISTRICT HAVE INCREASED THE FLOW

CAPACITY OF THE WATER SYSTEM IN YOUNGTOWN?

A. No. Since 1996, upgrades and interconnections to the Sun City and Youngtown

water systems have been made largely to provide water supply to new

developments. These improvements did not (and cannot) increase flow capacity

to the older pans of the Youngtown system. This is because adequate increases in

water flow cannot be achieved unless and until the diameter size of the older

existing mains and standpipes are also increased to modem standard sizes.

VI. APPROPRIATE VENUE TO ADDRESS YOUNGTOWN'S WATER

ADEQUACY AND SAFETY CONCERNS

Q- IS MR. SCHNEIDER CORRECT IN HIS PREFILED REBUTTAL

TESTIMONY WHEN HE ASSERTS THAT ARIZONA-AMERICAN'S

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 RATE FILING is NOT THE CORRECT FORUM FOR YOUNGTOWN

TO PROPERLY ADDRESS THE TOWN'S CONCERNS REGARDING

WATER SERVICE AND SAFETY TO ITS HYDRANTS?

A. No. Yeungtown is a customer of Arizona-American and has a legitimate concern

regarding the adequacy and safety of the Company's water service to certain of

20

21

22

23

24

25

26

the Town's hydrants.
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l Q. DOES YOUNGTOWN AGREE WITH ANY OF THE OPINIONS

2 EXPRESSED BY MR. SCHNEIDER IN HIS PREFILED REBUTTAL

TESTIMONY REGARDING HOW ARIZONA-AMERICAN SHOULD3

4

5

ADDRESS YOUNGT()WN'S WATER ADEQUACY AND SAFETY

CONCERNS?

A. Yes. As already communicated to Arizona-American in Youngstown's responses

to the Company's data requests, Youngstown agrees that: (1) Arizona-American

should meet with the Town and the Sun City Fire Department to better understand
r

6

7

8

9

10

11
the Town and Ere departmellt's concerns and time frame for improvements to the

Youngstown water system, (2) these concerns should be evaluated in the context of

the Company's Sun City/Youngtown water system (Sun City Water District), (3)

12

13

14 an eugmeering analysis and cost estimate will need to be prepared, (4) costs aha

15

16

benefits of the potential upgrades must be weighted and the rate impacts

considered, and (5) any Ere hydrant water service improvement plan should be

17

18

19

incorporated into the capital improvement plans of the Company.

20

21

Q. DOES YOUNGTOWN DISAGREE WITH ANY OF THE OPINIONS

EXPRESSED BY MR. SCHNEIDER IN HIS PREFILED REBUTTAL

22

23

TESTIMONY REGARDING HOW ARIZONA-AMERICAN SHOULD

ADDRESS YOUNGTOWN'S WATER ADEQUACY AND SAFETY

CONCERNS?
24

25

26
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l A. Yes. Youngstown strongly disagrees with Arizona-American on one important

2 issue regarding implementation of a plan to improve water service to the Town's

3 fire hydrants. The issue is priority! Although, Mr. Schneider indicates that

4
Arizona-American may be willing to work with the Town and the local fire

5

6
department to possibly address the Company's fire hydrant water service

7
adequacy problems at some unknown time in the future, Mr. Schneider

8 completely raj acts Youngstown's recommendation that the Company commit to a

9 formal Fire Hydrant Service Improvement Plan. Youngstown is appalled with Mr.

10 Schneider's Rebuttal Testimony that improving sub-standard water service to the

11
Town's fire hydrants (that could possibly save lives and structures in the event of

12
fire) should not be given any special priority outside of the Company's "routine

13

psalming efforts." (See Schneider Prefixed Rebuttal Testimony, Page 7, Lines 9
14

15
21 .) This is not indicative of a good corporate citizen. The Company's apparent

16 cavalier attitude on this important water service problem completely ignores the

17

18

Compally's duty as a certificated utility to provide safe and reliable water service

to all of its customers,not just its new customers. Accordingly, Youngstown,

19
remains firm on its original recommendation that Arizona-American commence a

20
"Fire Hydrant Water Service Improvement Plan," which would be a Ive-year

21

22
plan to remedy any identified deficiencies in the Company's water service to

23
Youngstown's fire hydrants, including those deficiencies specifically identified

24 above by the Sun City Fire Depamuent in YQungtown's Direct Testimony MEB

25

26

Exhibit 5. This proposal includes the requirement that Arizona-American include

the pafricipation of Youngstown, as well as the Sun City Fire Department, in the
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l Company's development of the five-year Fire Hydrant Water Service

2 Improvement Plan. Youngstown further recommends that the Commission include

3 in its Decision and Order the requirement that Arizona-American complete the

4
Plan at a "date certain" to insure that the Company follows-though with the Plan.

5
Youngstown would be amenable to the Company proposing the date certain for

6

7
completing of the Plan.

8

9 VII. FUNDING UTILITY IMPROVEMENTS IN THE SUN CITY DISTRICT

10

11
Q. DOES YOUNGTOWN AGREE WITH THE ARIZONA~AMERICAN

12
THAT THE TOWN MUST FUND THE STUDY AND IMPROVEMENTS

13

UNDER A PLAN FOR ARIZONA-AMERICAN To UPGRADE WATER
14

SERVICE TO THE TOWN'S FIRE HYDRANTS?
15

16 A. No. As a regulated utility, Arizona-American and its Sun City Water District

17

18

should do what is necessary to provide safe and reliable water service to its

customers within the District, and the Company should seek rate recovery

19
accordingly in a future rate case before the Arizona Corporation Commission.

20

21
Q. DOES THIS CONCLUDE YOUR PREFILED SURREBUTTAL

22

23
TESTIMONY?

24 A. Yes.

25

26 F:\l753\-10-I ACC Proceeding\SurrebL1tlal Testimony\Mendez.DRAFT Ldoc
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l 1. INTRODUCTION

2

Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.3

4

5

A. My name is Andrew J. Burnham and my business address is 2902 Isabella Blvd.,

Suite 20, Jacksonville Beach, Florida.

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A. I am employed by Burton & Associates, Inc., a utility Finance and economics

6

7

8

9

10

11

consulting Firm, as a Utility Rate Consultant.

12 Q- PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND

13

14

BUSINESS EXPERIENCE.

A. I earned a Bachelor of Business Administration degree as well as an Associate of

15

16
PC Specialist degree Nom Lake Superior State University. In addition, I have

completed a number of special courses on ratemakjng and utility economics
17

18

19

sponsored by industry organizations. I have been a Utility Rate Consultant with

Burton & Associates since July of this year. Prior to joining Burton & Associates,

20

21

I was employed by Consumers Energy Company in Michigan as a General Rate

Analyst. A copy of my resume detailing my education and work experience is

22

23

attached to this testimony as AJB Exhibit 1.

24

25

26
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l Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS RATE CASE?

2
A. I am testifying on behalf of the Town of Youngtown ("Youngtown" or "Town").

As explained by Michael E. Burton ("Mr. BurTon") in his Direct Testimony,
3

4

5
Youngstown and its residents are customers of Arizona-American Water Company

("Arizona American" or "Company") and thus have a direct and substantial
6

7

8

interest in the outcome of the Company's requested rate increase. As such, Mr.

Burton and I thoroughly analyzed Arizona-Ame1rican's Rate Increase Application

and associated schedules to determine whether the Company's requested rate9

10

11

increase was 'm the public interest and fair and reasonable to Youngstown and its

residents.
12

13

14 II. SUMMARY OF RECOMMENDATIONS

15

16
Q. WHAT is THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?
17

18

19

A. I present the calculations of Burton & Associates' recommendations as they apply

to certain components of the rate increase proposal put forth by Arizona-

20

21

American for the Sun City Water and Wastewater Districts. In conjunction with

certain calculations, I provide explanations as to the appropriateness of the

22

23

adjustments. I am sponsoring these as exhibits in connection with my testimony,

which have been made as rnodiflcations to the Arizona-American standard

schedules A- F for the SLug City Water and Wastewater Districts as Hied by the
24

25

26 Company. I have not created a Schedule G or modified Arizona-American's
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l filed Schedule H because our proposed adjustments are directly related to the total

2 amount of revenue necessary for the Sun City Water and Wastewater Districts,

3
and are independent of the allocation of any final revenue adjustments ultimately

4

5
authorized by the Commission in this rate case proceeding. The adjustments Mr.

6
Burton and I recommend on behalf of Youngtown are as follows:

7 1. The use of Original Cost Rate Base ("OCRB") alone as the basis

8 for determining Fair Value Rate Base ("FVRB") and deferring the

9 accounting treatment of the acquisition adjustment,

10
2 . Extending the period used as the basis for annualjzing certalm

operating expensczs,
12

"I
J. Extending the time period over which rate case costs are amortized,

13

14
and u

15 4. Modifying the phase-in of any rate increase, depending upon the

16 level of rate increase, which may be authorized by the Commission

17

18

in this proceeding.

Mr. Burton provides a thorough discussion and explanation for adjustment l
19

above in his Direct Testimony. A11 of these specific adjustments are necessary to
20

21
the Bled rate increase proposal of Arizona-American in order to produce fair and

22 reasonable rates that do not cause undue harm and burden to the ratepayers of the

23 Company's Sun City Water and Wastewater Districts, including the Town of

24

25

26

Youngstown.
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l Q. PLEASE SUMMARIZE HOW THE ABOVE RECOMMENDED

2 ADJUSTMENTS WOULD AFFECT ARIZONA-AMERICAN'S

PROPOSED RATE INCREASE FOR THE SUN CITY WATER AND
3

4

5
WASTEWATER DISTRICTS?

A. As explained in detail below, our analysis and the resulting recommended

adjustments show that a maximum potential rate increase of $2,369,086 for the

Company's Sun City Water District can be justified. This represents a 38.25%

increase 'm Arizona-American's e>dsting rates instead of the approximate 87%

6

7

8

9

10

11

increase proposed by the Company. Using our recommended phase-in approach

results in a 19.125% rate increase in the first year, and a subsequent 19.l25%

increase 'm the second year, following a Commission order in this proceeding.
12

13

14
This compares to a 40% and 47% increase in the first and second years following

15

16

the Commission's order as proposed by Arizona-American.

For the Arizona-American's Sun City Wastewater District, our recommended17

18

19

adjustments result in a ($562,342) or an 1 1.05% decrease in the Company's

e>dsting rates instead of the approximate 15% increase proposed by Arizona-
20

21
American. This 13111 rate decrease would be effective immediately Ibllowing the

22~

23

Commission's order approving the rate decrease.

24

25

26
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111. OCRB AS FVRB AND DEFERRAL OF ACCOUNTING

TREATMENT OF ACQUISITION ADJUSTMENT

Q HOW DID YOU CALCULATE FVRB FOR THE SUN CITY WATER AND

WASTEWATER DISTRICTS?

A. As recommended by Mr. Burton in his Direct Testimony, OCRB should serve as

FVRB instead of Reconstruction Cost New less Depreciation ("RCND") rate base

as proposed by Arizona-American. Exhibit Schedule B-1 attached to this

testimony shows this calculation. For this calculation, the modified QCRB

calculation is simply carried over into the Fair Value Rate Base Colburn, which

serves as rate base for ratemaking purposes. The result is a FVRB of $22,220,802

for the Company's Sun City Water District and a FVRB of$8,777,097 for the

Company's Sun City Wastewater District.

Q- ARE ANY EXPENSE AMOUNTS ATTRIBUTABLE TO ARIZONA-

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

AMERICAN'S SUN CITY WATER AND WASTEWATER DISTRICTS

AFFECTED BY THE USE OF OCRB As FVRB?

A. Yes. Exhibit Schedule C-2, pages X and Xo attached to this testimony, assume

that OCRB is to be used as FVRB for all of Arizona-American's water and

wastewater districts that are the subject of this rate case. The resulting FVRB

values for each of Arizona-America11's districts are different 80m those proposed

20

21

22

23

24

25

26

by the Company as are the subsequent FVRB allocators, which are used for

allocating certain Arizona-American expenses such as insurance and oiiice
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1 expenses to each district. For the Company's Sun City Water District, the

2 allocation of amlual insurance expense is reduced loom $84,152 to $62,200, while

3
the allocation of annual office expenses is reduced 80m $207,343 to $153,255.

4
For Arizona-American's Sun City Wastewater District, the Company's proposed

5

6
allocation of annual insurance expense is reduced from $34,960 to fB24,569, while

7 Arizona-American's proposed allocation of annual office expenses is reduced

8 from $86,139 to $60,536.

9

10
Another calculation affected is the synchronized interest expense. Since the

11
modified FVRB is lower than that proposed by Arizona-American, the calculated

12

13
interest expense is lower, and a larger adjustment to the test-year interest expense

14
is needed for each of the Company's districts. Exhibit Schedule C-2 Page 8-

15 attached to this testimony shows the necessary adjustments. For Arizona-

16 A1nerican's Sun City Water District, the Colnpany's proposed synchronization

17

18

interest expense was $1,533,935, and the adjustment to the test-year interest

expense was ($1,883,331). However, with the lower FVRB, the synchronization
19

interest expense is reduced to $699,837, and the adjustment to the test-year
20

21
interest expense is ($2,717,429). For Arizona-American's Sun City Wastewater

22
District, the Company's proposed synchronization interest expense was $637,265,

23 and the adjustment to the test-year interest expense was ($418,941). With the

lower FVRB, the synchronization interest expense is reduced to $276,438, and the24

25

26

adjustment to the test-year interest expense is ($779,767).
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l The final calculated expense affected is annual property tax and the corresponding

2 adjustment to the test-year amount recorded. Arizona-American proposes to use

3
the same method as the Arizona Department of Revenue ("ADOR"), which I

4

5
understand determines annual property tax expense by using the average of three

6
years of revenue as the utility's full cash value and applies an assessment ratio to

7 calculate the assessed value to which the property tax is applied. Arizona-

8 American proposes to use as part of its 3-year revenue average the annual

9 proposed revenues for each of its districts, which are the sum of the amount of the

10
rate increase and the adjusted test-year revenues. Making our recommended

11
adjustments, the amount of the Company's proposed rate increase is reduced. As

12

13
such, the annual calculation of property tax and the associated adjustment to the

14
test-year expense are affected. Arizona-American's proposed annual expense for

15

16

its Sun City Water District was $284,477 and the adjustment required to the test-

year expense was ($51,855). After the appropriate adjustments are made, the

17

18

annual expense is reduced to $248,481 which has a corresponding adjustment to

the test-year expense of ($87,849). Arizona-American's proposed annual expense
19

for its Sun City Wastewater District is $193,701 and the adjustment rewed to
20

21
the test-year expense was $43,837. After our proposed adjustments are made, the

annual expense is reduced to $178,483, which has a corresponding adjustment to22

23 the test-year expense of $28,619. These calculations are shown on Schedule C-2,

24

25

26

Page 7 attached to this testimony.
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1 Q- WHAT MODIFICATIONS NEED TO BE MADE TO THE

2 CALCULATION OF OCRB FOR THE SUN CITY WATER AND

WASTEWATER DISTRICTS As PROPOSED BY ARIZONA-
3

4

5
AMERICAN?

A. The Citizens' Acquisition Adjustment amounts on Exhibit Schedules B-1 and B-2

(shown attached to this testimony) were reduced to zero to reflect our position

that the determination of appropriate accounting treatment for an acquisition

adjustment should be deferred. Explanation for removing the acquisition

6

7

8

9

10

11

adjustment is provided in the Direct Testimony of Mr. Burton.

Q- WHAT EXPENSE AMOUNTS ARE DIRECTLY AFFECTED BY
12

13

14
REMO G THE ACQUISITION ADJUSTMENT RELATED To

15

16

CITIZENS' ASSETS?

A. Only the depreciation expense amount and the corresponding adjustment to the

test-year are aiTected. This is because the depreciation expense amount was17

18

19

calculated by Arizona-American to include the amount of principal reduction of

the acquisition adjustment during the second year of the amortization schedule as
20

21
a depreciable expense. The expense associated with the amortization of the

\

22

23

acquisition adjustment for the Sun City Water District as proposed by Arizona-

American was $20,500, which produced a total depreciation expense of

$1,025,028 and a11 adjustment to the test-year depreciation expense of ($l74,912).24

25

.26

Deferring the acquisition adjustment reduces the total annual expense to
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l

2

$l,()04,528, and the adjustment to the test-year expense of($195,412). According

to Arizona-American, the expense associated with the amortization of the

acquisition adjustment for the Sun City~Wastewater District is $1 1,100, which

produced a total depreciation expense of$514,852 and an adjustment to the test-

year depreciation expense of ($29,653). However, deferring the acquisition

adjustment, as we recommend, reduces the total annual expense to $503,752, and

the adjustment to the test-year expense to ($40,753). The modified expense

values are shown on Exhibit Schedule C-2, Page 6 attached to this testimony.

Q- IF THE COMMISSIGN WAS TO DECIDE THE ISSUE OF

ACCOUNTING TREATMENT AND ALLOCATION OF AN

ACQUISITION ADJUSTMENT IN THIS PROCEEDING, DESPITE YOUR

POSITION TO THE CONTRARY, DO YOU AGREE WITH THE

PROPOSAL As PUT FORTH BY ARIZONA-AMERICAN?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A. We do not disagree with the proposed accounting treatment, however, we believe

the allocation of the acquisition adjustment among the Company's water and

wastewater districts should be based on net plant in service values as opposed to
20

21

22

23

24

25

26

gross plant values at the time the sale of the assets to Arizona-American closed.
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1

2

Q- WHY Is IT MORE APPROPRIATE TO MAKE AN ALLOCATION

BASED UPON NET PLANT RATHER THAN GROSS PLANT?

A. Because gross plant, or in-depreciated original cost, does not completely reflect

current value. Depreciation must be considered in the determination of current

value. Therefore, at the time the sale of Citizens' assets to Arizona-American was

closed, net plant values for each district, which consider depreciation, would

provide a better basis for allocating any acquisition adjustment teach district.

IV. EXTENDING PERIODS OF CERTAIN EXPENSES FCR

ANNUALIZING COSTS

Q- WHAT ANNUALIZED EXPENSES SHOULD HAVE EXTENDED

PERIUDS OF RECORDED COSTS USED IN CALCULATING ANNUAL

EXPENSE AMOUNTS?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A. The Arizona-American group insurance expense, as well as the management fee

expense, should be based upon extended time periods for which east data is

available. The group insurance expense on Exhibit 3 attached to this testimony

has appropriate cost data available emending back to the month of January.

However, the annualized expense as proposed by Arizona-American was based

on the time period of March to July only, despite the fact that the costs incurred in

January and February are indeed comparable to the months of June and July and

20

21

22

23

24

25

26

in fact are greater than the amount recorded in May. The Company's proposed

annual expense for group insurance was $622,145. When the annualized expense
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l is calculated based on the monthly average cost spanning from January to July,

2 the annual expense is reduced to $552,847. The group insurance annual expense

is part of the total salary and wage classification on Schedule C-2, Page Xo
3

4

5
attached to this testimony. Thus, Arizona-American's proposed cost allocation of

salary and wages to its Sun City Water and Wastewater Districts is reduced from

$432,625 and $72,104 to $413,726 and $68,954 respectively. The annualized

management fee expense as proposed by Arizona-American was based upon a

monthly cost average from April to July. Cost data was recorded from January

6

7

8

9

10

11

through July, and while January and February do appear to be incomplete, the

cost infonnation recorded for March is very comparable to the costs recorded for

April through July and in fact is almost identical to the cost recorded in June. As
12

13

14
such, the annualized expense should be based on the cost information recorded

15

16

Hom March to July. As proposed by Arizona-American, the annualized expense

was $5,153,711, of which $926,122 was allocated to the Sun City Water District

and $522,586 was allocated to the Sun City Wastewater District. When the17

18

19

annualized expense is based on the March to July time period, however, the

annual expense is reduced to $5,060,81 l, of which $909,428 is allocated to the
20

21
Sun City Water District and $513,166 is allocated to the Sun City Wastewater

District. These specific recalculated expenses for each district are shown on
22

23 Exhibit 4 attached to this testimony. Exhibit Schedule C-2, Page ll attached to

this testimony shows a categorical summary of the total annual Arizona-American24

25

26

expense allocations to each district.
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1 v. AMORTIZATION PERIOD FOR RATE CASE EXPENSES

2

WHAT Is THE APPROPRIATE TIME PERIOD OVER WHICH RATEQ-3

4

5

CASE EXPENSES SHOULD BE AMORTIZED?

A. The appropriate time period over which rate case costs should be amortized is a

time period adequate to give the filing entity enough time to recover the total rate

case expense prior to it filing a new rate proceeding. Based on recent history, for

the Sun City Districts, this time period is approximately five (5) years. The most

6

7

8

9

10

11

recent rate order pertaining to the Sun City Water and Wastewater Districts Carrie

on May 7, 1997, over five (5) years after the previous rate order issued on

February 21, 1992. The current rate case proceeding was initially tiled with the

Commission on November 22, 2002, and will likely create a time span between

12

13

14
\

Commission Decisions of greater than six (6) years. As Arizona-American

15

16
proposes, the estimated rate case expenses would be amortized over a 3-year

period and the amount of the amortized annual expense above the level in the test-
17

18

19

year would be added as an adjustment to each district. As such, the Company's

total rate case expense proposed for its Sun City Water District was $40,874,

20

21

which requires an adjustment to the test-year expense of $29,000. The

Company's total rate case expense proposed for its Sum City Wastewater District

22

23

was $33,583, which requires an adjustment to the test-year expense of $21,019.

Re-calculating the expense based on a five (5) year amortization period produces

a total expense for the Sun City Water District of $24,525, which requires an
24

25

26 adjustment to the test-year expense of $12,651. Making the same re-calculation
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1 for the Sun City Wastewater District produces a total expense of $20,150, which

2
requires an adjustment to the test-year expense of $7,586. The recalculated

3

4
expenses and test-year adjustments are identified on Exhibit Schedule C-2, Page 9

attached to this testimony.
5

VI. CONFORMING CHANGES TO EXPENSES

Q. ARE THERE ANY EXPENSES THAT ARE AFFECTED BY YOUR

PROPOSED ADJUSTMENTS?

6

7

8

9

10

11 A. Yes. The calculation of income taxes is a direct result of Arizona-Arnerican's net

prost or loss, which essentially equals revenues minus expenses. Because test-

year revenues remain constant and many of our proposed adjustments affect

12

13

14
\

expenses, the Sun City Water and Wastewater Districts' test-year prost or loss

15

16
calculations are subsequently affected. Since our proposed adjustments serve to

reduce adjusted test-year expense amounts, they increase the amount of profit or
17

18

19

reduce the magnitude of loss for the test-year, which therefore increases the

amount of the income tax expense. Once the entire rate related adjustments we

20

21

recommend are implemented, the cumulative effects on this expense can be

observed. As proposed by Arizona-American, the annual income tax expense for

22

23

the adjusted test-year for the Sun City Water District was ($665,050) and for the

Sun City Wastewater District it was $216,390. After our proposed adjustments

have been made, the expense for the Sun City Water District is ($271,892) and for
24

25

26 the Sun City Wastewater District it is $389,754. The recalculated expenses for
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1 the adjusted test-year for each district are identified on Exhibit Schedule C- 1

2
attached to this testimony along with all other test-year adjusted expenses.

Exhibit Schedule C-2, Page 1 attached to this testimony contains a summary of
3

4

5
the recalculated adjustments made to certain test-year expenses tor each of the

Sun City Districts.

VII. RATE INCREASE PHASE-IN PERIOD

Q- WHAT DO YOU RECOMMEND TO MITIGATE POTENTIAL RATE

6

7

8

9

10

11 SHOCK TO CUSTOMERS DEPENDING UPON THE ORDER OF

MAGNITUDE OF THE FINAL RATE INCREASE AUTHORIZED BY12

13

14

THE COMMISSION?

A. I recommend that if the final rate increase authorized for any of the Sun City

15

16
Districts is greater than or equal to 20% and less than or equal to 40%, it be

equally divided over a two-year period immediately following a Commission
17

18

19

order. If the final authorized rate increase is greater than 40%, it should be

equally divided over a three-year period. As proposed by Arizona-American,

20

21

customers would see no more than a 40% increase in their rates in the first year

following a Commission order in this proceeding, and the balance would be

22

23

recovered in the subsequent year. As proposed by Arizona-American, customers

in the Sun City Water District, would see a 40% hike in the first year following a

Commission order and approximately a 47% increase in the second year. Under

24

25

26 my recommended approach, should Arizona~Americzm's rate relief request be
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1 adopted, customers would see approximately a 29% increase in their rates each

2 year for the next three (3) years. My recommended approach goes further to

mitigate rate shock, which is especially critical for cormnunities comprised of a
3

4

5
significant number of citizens with low and/or Fixed incomes.

VIII. SUMMARY AND RESULTS

Q- WHAT is THE MAXIMUM RATE INCREASE YOU BELIEVE MAY BE

JUSTIFIED FOR ARIZONA-AMERICAN'S SUN CITY WATER AND

6

7

8

9

10

11 WASTEWATER DISTRICTS BASED UPON YOUR ANALYSIS OF THE

12 COMPANY'S R.ATE INCREASE APPLICATION?

13

14

A. Our analysis shows that an ultimate rate increase no higher than $2,369,086 for

Arizona-Arnerican's Sun City Water District is justifled based on the evidence

15

16
presented by the Company in its Rate Increase Application. This represents a

38.25% increase above Arizona-American's existing rates instead of the
17

18

19

approximate 87% increase proposed by the Company. This would result in a

19. 125% increase ire the first year following the Commission order approving the

20

21

rate increase and a subsequent 19. 125% increase in the second year following the

Commission's order. This compares to a 40% and 47% increase in the first and

22

23

second years following the Comlnission's order as proposed by the Company.

For Arizona-American's Sun City Wastewater District, the justifiable annual rate
24

25

26 increase would be ($562,342) or an 11.05% decrease from the Company's
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1 e>dsting rates instead of the approximate 15% increase proposed by Arizona-

2
American. This Hill rate decrease would be effective immediately following the

3
Colmnission's order approving such a decrease.

4

5

6
The final rate increase or decrease warranted for each of Arizona-American's Sun

7 City Districts is shown on Exhibit Schedule A-1 attached to this testimony, which

8 then flows into Exhibit Schedule A-2 for determining net income. The net

9 income firm Exhibit Schedule A-2 is then used on Exhibit Schedule A-5 attached

10
to this testimony, which is the summary statement of cash Hows.

11

12

13
Of course these figures assume the cost of capital and return values requested by

14 Arizona-American are fair and reasonable, that all plant claimed to be in service

15

16

by Arizona-American is servicing the public and that no other adjustments to

expenses or plant is found to be necessary or appropriate by the Commission.

Such issues were beyond the scope of Burton & Associates' initial investigation17

18

19

and the failure of Mr. Burton or myself to comment on any of them should not be

taken as acceptance of Arizona-American's position.
20

21

22 Q- DOES THIS CONCLUDE YOUR PREFILED DIRECT TESTIMONY?

23 A. Yes.

24

25

26

1753-10-1/ACC ProceedinyDirect Testimony/Direct Testimony.Burnham.FINAL
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SUMMARY

Mr. BurrLham is a Utility Rate Consultant. He has experience on utility projects that include
revenue sufficiency analyses and development of comprehensive financial plans, modeling of
financial implications of energy policies, rate design, wholesale cost of service analyses, and
contract administration. He has frequently prepared expert witness testimony and provided
affidavits in state and federal proceedings.

Andy has been also responsible for a variety of issues and initiatives, including the coordination
of federal regulatory filings for Consumers Energy Company, a public electric and gas utility that
serves over 3 million customers. He has performed utility revenue and profit margins on a macro
and micro level to detennine the utility's financial exposure in competitive markets and has
coordinated company initiatives in federal regulatory proceedings. He has analyzed the financial
impacts upon utilities of the implementation of federal utility policy, and he has assisted with
Filings that comply with regulatory directives. He has diverse financial and analytical sills,
including statistical modeling, revenue and load forecasting and budgeting, as well as the creation
of innovative pricing structures.

Prior to joining Burton & Associates, Andy was a General Rate Analyst and Federal Regulatory
Affairs Section representative for Consumers Energy. Consumers Energy is one of the largest
combination utilities, providing electric and natural gas service to more than 6 million of
Michigan's 9.5 million residents, in all 68 of the counties of Michigan's Lower Peninsula. While
at Consumers, his responsibilities encompassed federal energy policy Federal Energy Regulatory
Commission ("FERC") actions. Andy served as the key technical expert in evaluating proposed
transmission rate filings and was responsible for identifying and quantifying their fundamental
effects and financial impacts. Frequently he represented Consumers Energy as its rate expert in
federal settlement negotiations, stakeholder processes, and trade associations.

EXPERTISE

Functional areas of expertise and direct consulting experience include:

>
>

Utility Financial Modeling & Analyses Including Cost of Service
Revenue Sufficiency Analyses .

- Continued -

t'3+l al§€3ale>2%4l
P a g e  1
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ANDREW BURNHAM

EXPERTISE - CONTINUED

>
>
>
>
>
>
>
>

Utility Rate Structure Design
Budget Preparation & Financial Reporting
Specific Service Charge Analyses
Strategic Planning & Analyses
Expert Witness Testimony
Settlement Negotiations & Representation
Billing Processes & Daily Operations Analyses
Development & Evaluation of Innovative Rate Structures utilized in a RTO

BUSINESS EXPERIENCE

Rate Analyst & Consultant
Burton & Associates

2003 - Present

General Rate Analyst
Federal Regulatory Affairs
Consumers Energy Company

20.03

Rate Analyst
Federal Regulatory Affairs
Consumers Energy Company

2001-2003

Rate A analyst
Rate A administration
Consumers Energy Company

2001

§9¥¥Q9§46§§Q94l§§
Page 2
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ANDREW BURNHAM RES UME

EDUCATION

Bachelor of Business Administration
Ld<e Superior State University US-Michigan-Sault Ste. Marie
Graduated Magna Cum Laude
Recipient of Outstanding Business Student Award
December 2000

Associate Of Personal Computer Specialist
Lake Superior State University US-Michigan-Sault Ste. Mari
December 2000

§¥99§443§§999¥
Page 3



4» SUN CITY WATER DISTRICT
'ODIFIED SCHEDULES

Youngtown - Sun City Water
Index of Modlfled Standard Filing Schedules

Reflecting Town of Youngstown's Proposed Adjustments
Schedule

No.
A-1

A-2

A-5

B-'I
B-2

C-1
C-2
F-1

F-2

Summary of the Increase in revenue requirement and the spread of the
revenue increase by customer classification
Summary of the results of operations for the test year and for the test year
and the two fiscal years ended prior to the end of the test year, compared
with the projected year.
Summary of changes in financial position for the test year and the two fiscal
years ended prior to the test year, compared to the projected year
Schedule showing the elements of original cost and RCND rate bases.
Schedule listing pro forma adjustments lo gross plant in service and
accumulated depreciation for the original cost rate base
Test year income statement, with pro forma adjustments.
Schedule showing the detail of all pro forma adjustments.
Projected income statements for the projected year compared with the test
year, at present and proposed rates.
Projected changes in financial position for the projected year compared
with the test year, at present and proposed rates

l
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Youngtown - Sun city Water
Test Year Ended December 31, 2001

Computation of \increase in Gross Revenue
Requirements As Adjusted

Exl'libil
Schedule A-'I
Page
Witness: Bumtmam

Fair Value Rate Base $ 22,220,302

Adjusted Operating Income 267,326

Current Rate of Return 1.20%

Required Operating Income $ 1,721.971

Required Rate of Return on Fair Value Rate Base 775%

Operating Income Deficiency $ 1.454,546

Gross Revenue Conversion Factor 1.6286

Increase in Gras's Revenue
Requirement $ 2,369,086

Present
Rates

Proposed
Rates

D old a r

lQ_C_l'&_8_S_Q
Percent
I ncreaseCustomer

Classification
5/B X 314 Inch Meter
1 Inch Meter
1.5 Inch Meter Commerce:iaI
2 Inch Meter
Construction Water
Church
Golf Course
Private Fire
Public Authority
Miscellaneous Revenues

s

Total of Water Revenues $0 $0 $

38.25%
38.25%
38.25%
38.25%
38.25%
38.25%
38.25%
38.25%
38.25%
38.25%
38.25%
38.25°/3

Line
No .

1
2
3
4
5
6
7
8
9
'ID
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

33
34
35
36
37
38
39
40

SUPPORTING scHED~l;L_E§-:
B - 1

C - 1
C ~ 3

H - 1

}
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Youngstown - Sun City Water
Test Year Ended December 31, 2001

Summary of Results of Operations

Exhibit
Schedule A-2
Page 1
Witness; Burnham

Description
Gross Revsmues

1 est Yoar
_E.[Lo_L§Qaaf's 8ndod Actual

12/31/2001
S 6.265249 s 6,433,485 s 7.139.309 s 6,559,683
34:51/199s J2L3_1L1_9_9.9 j_2/31/2000

Adjusted
1zL:m2_Q01

s S, 193,090

Pl'Dlectod Year
Present
Rates

183112002
$ 8.193.090

Proposed
Raves

12/31/20Q2.
s 8,562.177

Revenue Deductions and
Operating Expenses

5.434.325 8,184,488 6,519,567 5,258,502 5,925,765 5,925,765 6,840,206

Operating Income s 830,924 s 248,998 S 628.742 $ 301.081 $ 267,326 S 267,326 s 1,721,971

Other Income and
Deductions

(30,460) (121,445) (185,926) (37,045) la

409
ML

1
2
3
4
5
6
7
8
9

10
11
12
13

Interest Expense 13 101 3.417,266 699,837 699,837 699,837

Net Income s 800,454 $ 127.539 3 442,715 s (3,153,230) s (432,512) s (432.512) s 1.022.124

Eamad Per Average
Common Share 1.74 0,28 0.96 (5.85) (0.94) (0.94) 2.22

Dlvldcnds Par
Common Share 1.67

Payout Ratio b 0,75

Return on Average
invested Capital 4.94% 0.39% 1 _25% -9.13% -1 47% .1 .'56°/Q 3.58%

Return on Year End
Capital 2.47% 0.39% 1.17% -9, 13% -1 .1'7% -1 .45% 3.42%

Return on Average
Common Equity 4.17% 0.40% 1.39% -10.35% -1 .KG% -3Ta9% 9.19%

Return on Year End
Common Equlty 2.54% 0.40% 1.38% -10.92% -1 .37°/n -3.61 % 8.54%

Times Bond Interest Earned
Before Income Taxes n 11289.85 7,479.17 0.12 (0.01) (0.01) 3.38

14
15
16
17
18
19
20
21
22
23
24
25
26

27
28
29
30
31
32
33
34
35
35
37
38
kg
40
41
42
43
44
45
46

Times Total Interest and
Preferred Dividends Earned
After Income Taxes 9,811.69 4,354.32 o.oa 0.38 0.38 2.46

S.UPPOF2IJI:LG_3§H5J3.UJ-F8
c.1
E-2
F-1

\
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youngstown - sun Cl:y Water
Trzsi Year Ended December 31, 2c01
Summary Statements of Cash Flows

Exhibit
Schedule A-5
Pane 1
Wllneaa: Burnham

Prior
Yaer

Ended

12431./J.-'19..l8

Pdczr
Year

Ended
12/31/1999

P r i o r
Y e a r

E n d e d
1 2 / 5 1 / ZQOQ

Tour
Year

Ended
J25a1la0.Q_1

Prolr:r:1od Year
Prasenl Proposed
R a i l s Ralcs

1 2 0 . 1 1 8 8 3 & r 2 p 0 2

s .h s 127. 54. Q 5 442.715 s (3,153.230) s (432,512) $ `I,D22.134

1\077,278
(72B,228)

(28,431)

1,173.808
120.856
(57,290)

1,199,940
(244,429)
(31,748)

1 1 0 0 4 , 5 2 5 1,004,528

(293,918)(427,985)
(55,084)

A

$ 3;

151,84-9
113.487
255,848
485,674 s

2 1 9 . 2 9 4
3 7 . 2 4 1

(11 1 ,el =1>
1 , 5 3 0 , 0 9 2

496,979
55,084
(5,912)

(120871)
(23,045)
7G,B7G

s (1 vT50,457) $ 572.mT 8 2,028.882

(2,aa7,65a) (1,s40,741> (1,G55,3B5) (5_'34G,205) (5,345.205)

s s (2,aa7,55a) $
951904

(1,s41,as7) 3;
33,510

(1,521,575) $(5,34G.205) Sr5,:44s.205>

1.4901783
2.ssa

840,356
a4.73a

( 1  e a , 5 2 4 )
1 0 , 8 0 7

1 B G, 242
(22. ` \  BB)

3,067,874
(17.059)
245.296
(24,578)

Procoorir. from Lorv:1~Tom1 Doll Borrowing

I7/G»,180C)

s S s ex 3,272,032
R

s s

2,3881430
(3,254)
10810
7,05G $

5.139
(5,508)
7,050
z,o50 s

2.05o
z.o5o

m n s ( 7 e e , 6 o o >
( 4 . 7 7 4 , 1 B 9 ) (4, 08G. 14-4)

2 , 0 5 0 2 . o s a
$ 14 . T72 . 139 )  ! ` ~ ( 4 , 084 , U 94 . )

Lune

Q*
1
2
3
4 ,

5 Cash Flows from Operallnq Actlvliles
8 Nat income
7 Adjusimentp to reconcile mal lncoma to not cash
a provmcc by oporallng actlvlllos'
9 Dspreclallon sand Amorllzatlon
10 Deferred Income Taxes
t i Accumulated Deferred ITC
12 Changes In Cartsln Anapests and Llabllltf Paz
13 Accounts Receivable
14 Malodals & Supplies
15 Prepaid Expenses
CB Misc Current Assets and Deferred Expenses
17 Accounts Payable sir! Accrued Llnbllhles
18 Accrued Income Taxes
19 not Cash Flow prcvidod by Oporallng Acllvl(lfJs
20 Cash Flow From investing Actlvllles;
21 Capital Expendiiurea
22 plant Hom for Fuvurc use
pa Non~Ut1Ilxy Property
24 Net Cash Flows from Investing Activities
25 Cash Flow From Flnanmng ArmvnIos
be (Decrease) Increase In N61 Amcumn due re Parent and
27 Affilkatee
pa Cus\omor Deposits
29 Changes in Advances for Construction
30 Changes in Contributions for Construction
31
32 Rape;/mpn1s of Long-Term Deb(
33 Dlvldands Paid
34 Dnicrrrsd Fh1:1ncln;1 Costs
358 Pald In Capltai
36 Ne! Cash Flows Provided by Financing Acilvlties
37 Incrcasc(6¢creaso) in Cash and Cash Equivalents
38 Cash and Cash Equivalents at Beginning of Year
39 Cash and Cash Equivalents at End of Year
40
4.1
42
43 5_uE_l8*_o RT1 n G_s_c Ep_u_L_E§__

44 E-a
AS F-2
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Summary of Rate Base

Exhibit
Schedule B-1
Pogo 1
Witness: Burnham

Original Cost
Rate base

R C N D

8_8_t_e_b__a§_e

Fa Ir Val uh

B3$.9.b3§9_LQC_E.8_.0J3JX)

Gross Utlllty Plant In Service
Less; Accumulated Depreciation

s 39,396,793
13,717,002

s 87,395,276
31,018,996

35 39,396,793
13,717,002

Net Utility Plant In Service s 25,879,791 $ 56,376,278 3 25,879,791

2,331,186 5.171.351 2,3311155

1,127,078
1,225

2,500,237
1.225

111271078
1.225

P

4

L8e_s_s*
Advances In Aid of
Construction

contributions In Ala of
Construction - Net of amortization

Customer Meter Deposits
Deferred Income Taxes 8. Credits
Investment tax Credits
E.LL1§;
Unamortized Finance
Charges

Deferred Tax Assets
Allowance for Working Capital
Citizens Acquisition Adjustment

Total Rate Base s 22,220,302 s 48,703,466 $ 22.220,302

8 x0AiJ S_CHEDULES!
A-1

Lino

.
1
2
3
4
5
6
7
B
g
10

11
12
13
'14
15
16

17
18
19
20
21

22
23
24
25
26
27
28
29
30

3p p p o_8T|nG_5_cHEouLss.-
B-2
B-3
B-5
E-1
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Youngtown - Sun City Water
Test Year Ended December 31. 2001

Original Cost Rate Base Proforma Adjustments

Exhibit
Schedule B-2
Page 1
Witness: Burnham

Actual
at

End of
Test Year

Proforma Adjustments
}__a_b_e_[ Amount

Adjusted
at end

of
Test Year

Gross Utility
Plant in Service $ 36,357,124 897,345

2,G02_900

5 39,396,793

Less '

(1)
(2)
(6)
(8) 129_424

Accumulated
Depreciation 13,159,068 (3) 547.933 13,717,002

Net Utility Plant
in Service s 23,198,056 s 25,679,791

Less:
Advances in Aid of
Construction (Ratemaking Purposes Only) 2,441,505 2.331.186(43)

(52) (110,420)

1.017.908 (Cb)
(Sb)

(1,250)
110,420

1 27,078

1,225 1 ,225

l

Contributions in Aid of
Construction - Net (Ratemaking
Purposes Only)

Customer Meter Deposits
Deferred Income Taxes
Investment Tax Credits
Plus'
Urwemortized Flnance
Charges

Deferred Tax Assets
Working capital
Citizens Acquisition Adjustment (7)

S 19,737,317 3 22,220,302
Total

(1) Additional Plant at Closing
(2) Plant to be completed by 12/31/2002.
(3) Additional Accumulated Depreciation at Closing
(4) Increase (decrease) AiAC (42) and CIAC (Cb) to Amount at Closing
(5) Adjust AiAC (5a) and CiAC (Sb) for Ratemaklng Purposes
(6) intentionally Left Blank
(7) Acquisition Adjustment Premlum

Line
hip.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42

SUPPORTING SCHEDULES:
B-2
E-1

R E QA sp8_E_D_uLEs¢
B-1 .
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Youngstown - Sun city Water
Test Year Ended Docombar 31, 2001

Income Stntemem

Exhlbl\
Schedule C~1
Page 1
Witness: Burnham

Linc
N44
1

Test Year
Book
4411; L8b.f1l Mwsxnmam

Trust Your
Adlustaf i

.E8w=uliQ

Prcposod
Rate

]_g_c.r3a_s_e

Adjusted
wllh Ram
Incraaaa

s Bv440,2B4 11/17 (368,593) S 8,079,871 2,389,888 s 8,448.758
Revenues

Metered Waler Revenues
Unmntcrod Water Ravenuaa
Other Water Rovcnuos

I

113.419
s 5,559,083 s (366,593) s

113,419
8\193l090 $2,3sa_oae $

113.419
8,5B2.l177

Operating Expenses
$ S 1,148,174 $ 1.440474B33,QB9

515,909
1.377,044

17,413
540.312
159,51 a
104,564

314.295
(515_90Q)

391356

2,57a
22

78,436

2:\.4a.10a
18

1b,1e
ac
i d

10,10b
11
3
13

19.12

37
258,534
(70,923)
909,428

6,875
25,799

1,416,410
17.41 3

540.349
429,053
931541

909,428
0,070

25,359
22

85.098\l\l'\OC u 2.s4o;

1,410,410
17,413

540,349
429.053

83,541
909,428

6,870
28,389

22
85,1395

Salaries and wages
Purchased Wf\iBf
Purchased Power
Clwemlcals .
Repelre and Mnlnlenanca
Office Supplies and Expense
Ouwlde Servlcos
Sewlce Company Charnels
Waler Testing
Ron's
Trnnspoffnllon Expenses
Insurance - General Lleblllly
1n5up3n¢¢ - hoallh and Lift;
Regulatory Cammlsslon Expense - Rate Casa
Miscellaneous Expense
Doproclallon Expense
Taxes Other Than Income
Property Taxes
Income Tax

1 1 874
854,594

1,199.940
114,500
238,534
129.022

8
18,101

5
'1 a.2b.4b

e

12,551
(584,572)
(19941 2)
(52.515)
(571544

24.525
300.122

1,0041628
32.065

150,785
(271 ,eos)

24,525
sao, 1 Hz

1 ,004~,528
62,065

1 so , 7a5
6¢L2_54.g

$ B,255.802
s 301,051

$
s

BB_D7T 5;
(434,369) an

5.925.785
28'/l328

5 -

3; 2,389,088
$
5

5,540,286
1,721,971

28,888
(3,417v2B6)

(G3.731 )

14a
7

14m

(25,885)
2,717,429

83,731
(699,837) (899,837)

Total Operating Expenses
Operating Income
Cthur income (Expense)

inicrfact Income
other Income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Not Profit (Loss)

.s.2,7s>1,47r S
5 2,a19.a02 s

(oQQ,837) s . 5
r4:32,512i $2,aea,uae m

(699,837)
1.022.134-

$ (3,454,3mQ\~
s (Ra. 152,2281

2
3
4
5
a
7

a
g

10
1 1
12
13
t o
15
18
17
\5
19
20
21
22
23
24
25
pa
27
20
29
30
31
32
33
34
35
36

37
35
39
40

suEEQf3mLG_s;:11t8D;J1_&s;
C -2
E-2

E CAP SCHEDL ___§_5_
A-1
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Youngtown - Sun City Water
Test Year Ender December 31, 2001

Adjustments to Revenues and Expenses

Ext°\lDIt
Schedule C-2
Page 1
witness: Burnham

1
Adius;_m__e=;_r':._o_8u a_D_u_9_s__ag_d_E;cp_e8_@5

3 Q 4 5 6 Subtc ta I
Revenues

Expenses (741,541) (948,549) 909.428 796,513 (195,412) (87,849) (267,510)

Operating
Income 741,541 948,849 (309,428) (796,513) 195,412 87,849 267.510

Net Income 741,541 195,412 B7,849 267,510948,649 (909,425) (796,513)

7
A<1MLLr;@J1LSJ9  R e ve n u e s  a n d  §41;9;1s_E§

8 9 10 12
Revenues

1 1
100,185

Subtotal
100, 1 BE

Expenses 12.651 788,041 25.799 536,98'l

operating
Income d (1 2,551 ) (766,D41 ) 100,185 (25,799) (436.7955

Interest
Expense

Other
income /
Expense

2,717,429 u 2,717.429

Nat Income 2,717,429 (766,041) 100,185 _(25,799) 2,280,633
|

412.651 )

l a
A d i u s t m e_g;§jp_8§_\;eJ3_LLs_s_a_[Ld_E;p_e_r38§

14 Q 39 L
Revenues (466,778)

Total
(366,593)

Expenses 6,878 40,127 (515,909) 68,077

Operating
income (6,878) (40,127) (466,778) 515,909 (434,569)

2,717,429
Interest

Expense
Other
Income /
Expense

37.043 37,043

Line

MY
1
2
3
4
5
5
7
a Interest
g Expense
t o Other
11 Inc ome/
12 Expense
13
14

15
16
17
18
19
20
21
22
23
24
25
be
27
28
29
30
31
32

33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
4-8
49
50 Net Income (6,878) 37,043 (40,127) (466,778) 515,909 2,319,802
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Youngtown - Sun City Water
Test Year Ended December 31. 2001

Amijustmonls to Revenues and Expenses
Adjustment Number 3

Exhibit
Schaouie C-2
Page 4
Witness: Burnham

§_BL!L<=.s_QQms=f1nLQH§\L1¢_5.

s 5.060.811
0.1797

Total Scrvlco Charges
Allocation Factor (4 Factor Formula)
Total Charges s 909.428

Line

N__o__
1
2
3
4
s

G
7
8
9
10
11
12
'13 Adjustment to Revenues and/or Expenses $ 909,428
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Youngstown - Sun Clay Wntnr
Test Year Ended December 31, 2001

Adlusfmente to Revenues and Expenses
Adjustment Number s

Exhlblt
Schedule C-2
Fawn G
WHf\cn:: Durnhzlm

Line

NP
D_e_pLeclatlcn x qs_n_¢g

Account
t i c , 9ds!nALc.QF.l

s

Rate
Depreclutlon

!8.=sxw.1§.Q

301 .00
302.80
303.00

Descrlntlon
lnkanqlhle
Organization
Franchises
Mlncnllancoua lntanqlbles
Subtotal lrltnnglhlu

6 . 0 0 % 5
n,oo')@
0.00%

1

s

471
2_as1
4,591
7,813 $

:s 31001083
851,798

314
18,545

B

310.00
31 1 .00
312.00
313,00
314.00

0.00%
2.50%
2.50%
0 0 0 %
2.52%

Source of Supply
Land and Land Rights
Structures and Improvements
Ccllacilna and Impounding Res.
Lakes, Roofs, Other Intakes
wells Mid spring:
Subtotal Source of Supply 15

287 .315
3.z29.Gn9_ s

50,150
70,713

32000
321 ,OO
a2z,oa
325,00
325.00
325.10

s D,D0%
1.57%
44284
a.42%
5,00%
5.01%

s
Pumping
Land and *.and Rlghla
Structural and Improvements
Othrar Power Production
Eimtfrk: Pumping Equipment
Diesel Funning Equlumont
Gas Engine pumping Equipment.
Subtotal Pumping s

a,45e
5821491

9,554
e,eo5_aea

25,151
249,781

7,4011300 m

s,72a
422

291 .979
1,2sa

12.514
315,901

830.90
331 ,au
332,00

Water Treatment '
Land and Land Rights
Slruduras and Improvements
Wivfcr Troetmon' Equlpmont
SubtotatWator Trnatmont

S 0.00%
1.67%
4.00%

s

$

80,550
407427
488,007 _s

1,345
14. 2 9 4
17,643

5: fa

572
22.948

189,075

\

340.00
34 1 .00
342.00
343.00
34400
845.90
348.80
348.00
34900

0.00%
2.00%
1.87%
1.53%
0 0 0 %
2,48°A
2.51%
2.00%
2.80%

Transmission and D!s\»-lbutictn
Land ma Lrmrm Right: 10,493
Structures and Improvements 2a,ao4
Dlstrlnuxlon, Reservcua. 8 ST 1,374. 1 45
Tranamlaslcm and Dlatrlbutlon 122357,895
Fire Mains -
Sawlcss 4.783.798
Motors 3,232,044
Hydrant 1,797,989
Other Tranamlsslora 8. Dlstrlbutlon 2 9 _
Subtotal Tmnnmlsr-Ion and Dlatrlbutl.__1§__23.Qe§_412_ $

118,838
81.124
ara,n5e

10
448,327

as epo
:a0,oo
391 .of
391.10
392.00
a93.00
394.00
396.00
396.00
397.00
: a n n o

s 0.00%
137%
4.59%
4.59%

25.00%
3.91%
4.122%
3.71%
5.20%

1G,3D%
4,aa%

s
Gnnnrnl
Land and Lord Hlghl-.
Suucturen :Md Imprnwzmenln
Office Funrture Ana Equipment
Computer Equipment
Tranaportatkan Equipment
Stores Equipment
Tools, Shop and Garage
Laboratory Equlpmarxt
Pcwor Oporzv1e<1 Equlpmcnt
Communlcation EquipmnrN
Miscnllenoous EqulpmcM
Subtotal  Gnnnrai $

1,1aa
78a,z74,
237,758
340,444
428,409

6.547
97,973
31 .035
281879

1371843
ae_041

2,174.303 s

13,331
18,914
15,623

1DT,1G2
sea

a,sa9
1,151
1,491

14,177
a.zse

171 .257

'9b&»¢lrwinp1'h'rit"F

ADf'.LlQ'§4I4=trn9m 3/gag
TOTALS

|

|

|

2.83%

2,B3'Yo

s

(148,497)
r450,n221

ac,as7.124

(4,205)
(12,755)

s 1,012,589

Prclorma Plant (*° bf: complrzwd by 12/31I2002) s 1929.569 2,B31e% 615,794

Amomzaclon or De\'erre¢J Reguxalary Assets s GGG.877 22531B"/o 18.573

Lana: Amot\zst1on cf Coni.dbu1lon: 4 25 1,127.075 1U.DDDD% (112,7r>a)

Total Depraclmlon Expense 5 1\004,528

7
2
3
4
5
e
7
e
9
10
11
12
13
14
15
12
17
18
19
20
21
22
23
24
25
2G
27
28
29
30
51
52
33
34
35
36
37
38
ea
t o
41
42
43
44
45
45
47
45
4 ,
so
GO
52
53
54
55
so
57
58
Se
BO
EL
e t
63
04
BE
he
e7
ea
GO
70
71
TO
73
74
75
78
77

Test Year Depreciation Expenaa 1,199,940

increase (decrease) In Depreciation Expense (195,412)
Ra
79 Adluslment la Revenues Una/or Expenses 5

I

(195,412)*



|
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Youngstown - sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 6

Exhibit
Schedule c-2
Pogo 7
Witness: Burnham

Ad_[_U_s_LE£9_p§_;t;¢_la x es to ReHeat Proposed Revenues:

Revenues In year ended 12131/01
Adjusted Revenues in year ended 12/31/01
Proposed Revenues
Average of three year's of revenue
Average hf three years of revenue, times 2
Add:
Construction Work in Process at 10%
Doduct;
Book Value of Transpertatlort Equipment
Book Value of Transportation Equipment (preform)
Total Book Value of Transportation Equipment

$ 6.559.683
6,193.090
8,562477

$7,104,983
514,209,967

$

247.444
175,600
424-.044

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 13,785,923
25°/0

3,448,481
7.205292%

Property Tax
Tax on Parcels

248,329
154

Total Property Tax at Proposed Rates
Property Taxes In the test year
Change in Property Taxes

$

Line
Mo*
1
2
3
4
5
s

7
8
g
10
11
12
13
14
15
15
17
18
19
20
21
22
23
24
25
26
27
28

s

248,483
336,332
(871849)

Adjustment to Revenues and/or Expenses 3 _(87,849.)



Youngtown - Sun City Water
Test Year Ended December 31, 2G01

Adjustments to Revenues and Expenses
Adjustment Number 7

Exhibit
Schedule C-2
Page 8
Witness: Burnham

@@;e§sm¢hLoMz 0n with Rate Base

Line
MO
'1
2
3
4
5
6
7
8
9

Fair Value Rate Base
Weighed Cost of Debt from Schedule D-1
Synchronized Interest Expense
Test Year Interest Expense, Per Books
Increase in Interest Expense

$22,220,302
3, 15%

699,837
31417,266 l

s (2,717,429)

Adjustment to Revenues am/or Expense 2.717.429

I

F



Youngtown - Sun city Water
Test Year Ended December 31, 2001

ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Acilustment Number B

Exhibit
schedule C-2
Page 9
Witness: Burnham

33_rg_c_ase_F~ap§D.s§

Estimated Rate Casa Expense s 122,623

Estimated Amortization Period in Years 5

Annual Rate Caro Expense s 24,525

Test Year Rate Case Expense S 11,874

Increasclfdccrcaso) Rats Case Expense s 12,551

Llne
ML
1
2
3
4
S
6
7
s
9
10
11
12
13

,....

Adjustment no Revenue and/or Expense
I

s 24,525

\
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Youngstown - sun city Wntur
Test Year Ended Docamber 31, 2001

ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Adjustment Number 10

Exhibit
Schedule C-2
Page 11
Witness' Burnham

ELoj_eeted Additional Exg_o_&9_e_:5 Adjustment
I-M81

Line
MQ*
1
2
3
4
5
6
7
B
g
1 D
1 1

Salaries 8- Wages
Office Expense
insurance
Misc Expense

s 413.725
285,670
82,200
3,446

10a
10D
10c
'10d

Adjustment to Revenue and/or Expense 5; 785,041



Youngstown - Sun City Water
Tssl Year Ended Decnmutef 31, 2001

Adluatments to Rnvfmunn and Expenses

Exnlult
Scrvnauln C-2
Pogo 1
WI&r\cxn, Burnham

1
Remove Clilzens
S2Q{D...AlI$!1:BilQns_

A°I\»=Hw=nL~ vo Rm¢nnlua.nn¢.Exn=nnl»»..

z a 1 .
Remove T.Y, Snwlm Pmleded

S.4L4=§_8. wines QamnwnxSnamsn. &a\nde11A.WAa=s.

5
Depreciation

Ex .9m.e_

Q
Pmptiriy

I m p

§uhL'>3aL

Revenues

Expenses (741,541) (948,849) s09.42a _ 396.513 (195,412\ (B71D49) r2n7,510l

Operating
Income 741.541 948,849 (909,428) (796,513) 195,412 571849 2a7_510

lmeresl
Expend
Other
\ncomc I
Exponsn

Net lncomn 741,541 948,849 (909,428) (79o,G1Sl\ 195.412 37,849 23T,510

1
interest Exp,

finch, W/ R8v»;E_=8.f;

Adluaxmenxa.!°._Fi°3*n4=v.#="G Expo ses
8 p.

Rain Caro INTENTIONALLY

Eznnnal LEEI8l-4138

.LQ
Projected

Ad9ML0aHLEJ.@L=.s.2.9.

1 3
Corporntn Of[\c¢>

!'L'l_l1

§.L1§)iQL€1l

Rcvonuea

JJ.
Revenue

Annunllzntlqn
1001185 1 oo,1ns

Expenses 12.G51 T5B1D41 25.799 5136.981

OpersNng
Income (12,851 ) ll (788,041) 100,185 (25,799) (436.795)

Interest
Expense

Other
Income /
Expense

2,717.429 24'/17.429

Net Income ".7'¥7,429 _Q2,G51 ). (756,041) 10D,1B5 (2557am 2,280,833

\

1.4
Lccai Water

IQ§£ins.Vzn- *1

1.4.
Remove Other

B4w=nuH1=LExnanaaa_

AdJuAtm»n\nJ.°.8.=z¢1:_v=: and Essences
15:

INTENTIONALLY
.L§l:1a_1.An»<

19
Power C c ate

Ad1u§!£n@n;

LQ
Purchsaecx

WSIBF

T_0.Lt8

Revenues:

G you no water

§.=vlnQ~& 8 n @ q
(456 ,mal (356,593)

Eapnnscs 8.878 40.127 (516,989) aal077

Operating
Income (B_B7B) (40,127) lA.GH,778) 518,909 (434,869)

2,"1 T,x129

Interest
Expense
Other
Income I
Expense

217,841 371043

Lino

NH.
1
2
3
4
5
e
T

e
9
10
11
12
13
PA
15
16

17
la
19
20
21
22
2:
24

25
20
27
pa
29
30
31
32
33
34
35
36

37
38
39
40
AL
42
43
44
45
48
47
48
49
SO
51
52
53
54
55
SG Net Income (5,878) 371043 A (40,127) (4GB,77Bl 515,909 2131 9,BO"



L

Youngtown - sun city Water
Test Year Ended December 31, 2001

Projected Income Statements - Present 8. Proposed Rates

Exhlbit
Schedule F-1
Page 1
Witness: Burnham

Test Year
Actual
Results

At Present
Rates
Year

Ended
12/31 /2002

At Proposed
Rates
Year

Ended
12/31/2002

$. 6,446,264 $ 5,079,671 $ 8,448,758

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

39
113,419

6,559,683 $
113,419

6,193,090 8
113.419

8,562,177
Operating Expenses

$ $ 1,148.174 as 1,148.174833,969
515.909

1,377,044
17.41 3

540,312
169,519
164,564

2,570
22

78,436

1,41 6,410
17,41 3

540,349
429,053
93.641

909.428
s,a78

28,369
22

55,896

1,416,41 0
17,413

540,349
429,053

93,541
909,428

6,878
28,369

22
65,896

Salaries and Wages
Purchased Water
Purchased Power
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transporfaiion Expenses
Insurance General Liability
Insurance - health and Life
Regulatory Commission Expense - Rate Case
Miscellaneous Expense
Depreciation Expense
Taxes other Than income
Property Taxes
Income Tax

In

t 1 ,874
884.694

1 ,199,940
1 14.680
288,634
1291022

24,525
3001122

1,004,528
62,065

150,785
(271 ,892)

24,525
300,122

1,004,528
62,065

150,735
642,549

$
as

6,258,602
301.081

s
$

5,925,765
267,326

58
s

6,840,205
1,721,971

26,688
(3,417,266)

(63,731 )
<699.837> (699,837)

Total Operating Expenses
Operating Income
Other Income (Expense)

-Interest Income
Other income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

$
55

(3,454,309) s
(3,153,228) s

(699,837)
(432,51 2>

s
3

(699,837)
1.022,134

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
15
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

37



Youngtown - Sun City Water
Test Year Ended December 31, 2001

Projected Statements of Changes in Financial Position
Present and Proposed Rates

Exhibit
Schedule F-2
Page 1
Witness: Bumrwam

Test Year
Ended

12/31/2001

At Present
Rates
Year

Ended
12/31 /2002

At Proposed
Rates
Year

Ended
12L3jl2_0_0_2

$ (3,153_230) $ (432,512) $ 1,022,134

1.199.940
(244,429)
(31 ,748)

H

Line
No.
1
2
3
4
5
6
7

8
9
10

11
12
'13

14 I

S

496,979
55,084
(5,912)

(120,971)
(23,046)
76,878

(1 ,750_457> s (432,512) es 1022.134

(1,555,385) (5,345,205) (5,346,205)

$
33.810

(1.521.575) $ (5,:346,205) $(5,346,205)

\
3,067,674

(17,059)
246,295
(24,878)

n

(768,600)

3,272,032s
s an

15

16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
35
37

38
39
40
41
42

43

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and Amortization
Deferred Income Taxes
Accumulated Deferred ITC
Changes in Certain Assists and Llabllltles:

Accounts Receivable
Materials 8. Supplies
Prepaid Expenses
Mls<: Current Assets and Deferred Expense
Accounts Payable and Accrued Liabilities
Accrued Taxes

Net Cash Flow provided by Operating Activities
Cash Flow From investing Activities:

Capital Expenditures
Plant Held for Future Use
Non-Utility Property

Net Cash Flows from investing Actlvltles
Cash Flow From Financing Actlvitles

(Decrease) increase in Net Amounts due to Parent and
Affiliates

Customer Deposits
Changes In Advances for Construction
Changes in Contributions for Construction
Proceeds from Long-Term Debt Borrowing
Repayments of Long-Term Debt
Dividends Pald
Deferred Financing Costs

Net Cash Flows Provided by Financing Activities
increase(decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year $

2.050
2,050

3 Ru 5 (765,600)
s (5,778,717> $(5,090.678>

2,050 2,050
s (5,775.567> $(5,088,622)

SUPPORTiNG SCHEDULES-.
E-3
F~3
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* SUN CITy WASTEWATER DISTRICT
n IFIED SCHEDULES

Youngtown - Sun City Wastewater
Index of Standard Filing Schedules

Schedu\e
No.
A-1

A-2

A-5

B-1
B~2

C-1
C~2
F- 1

F-2

Summary of the increase in revenue requirement and the spread of the
revenue increase by customer classification
Summary of the results of operations for the test year and for the test year
and the two fiscal years ended prior to the end of the test year, compared
with the projected year.
Summary of changes in financial position for the test year and the two fiscal
years ended prior to the test year, compared to the projected year
Schedule showing the elements of original cost and RCND rate bases.
Schedule listing pro forma adjustments to gross plant in service and
accumulated depreciation for the original cost rate base
Test year income statement, with pro forma adjustments.
Schedule showing the detail of all pro forma adjustments.
Projected income statements for the projected year compared with the test
year, at present and proposed rates.
Projected changes in financial position for the projected year compared
with the test year, at present and proposed rates

\



*

I

Youngtown - sun City Wastewater
Test Year Ended December 31, 2001

Computation of Increase In Gross Revenue
Requirements As Adjusted

Exlwfbit
Schedule A-1
Page
Witness: Burnham

Fair value Rate Base $ 8,777,097

Adjusted operating Income 1,025,469

Current Rate of Return 11.68%

Required Operating Income 3 680,185

Required Rate of Return on Fair Value Rate Base 7.75%

Operating \com@ Deficiency 3 (345,284)

Gross Revenue Conversion Factor 1 .6286

Increase in Gross Revenue
Requirement s (562,342)

Present
Rates

Proposed
Rates

Dollar
increase

Percent
lwcreas-Q

$

Customer
Classification
5/8 X 3/4 Inch Meter
1 Inch Meter
1.5 Inch Meter- Commercial
2 Inch Meter
Construction Water
Church
Golf Course
private Fire
Public Authority .
Miscellaneous Revenues

»!

\

Total of Water Revenues $0 $0 $

-11.05%
~1 W.05°/o
_11.05%
-1 1.05%
.11.05%
-1 1 .05%
4 1 05%
,1 1 95%
_11.05%
_11.05%
_11.05%
-11.05%

Line
No .

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
25
27
28
29
30
31
32

33
34
35
36
37
38
39
40

L

SUPPORTING SCHEDULES:
B-1
c-1
C-3
H-1



U

Youngstown - Sun city Wastewater
Test Year Ended December 31, 200'l
Summary of Results of Operations

Exhibit
Schedule A-2
P89€ 1
Wltness: Burnham

._Qe.3.9l9.@a
Gross Revenues

E1;L=>Jt._'Lem_s_&a¢.e.4
1 2 / 3 1 / 1 9 9 8 1 2 / 3 1 / 1  e g g 1 2 4 3 1 1 4 0 9 9

5 4 , 9 2 7 , 9 1 3 s 4 , 9 5 8 , 1 3 6 s 5 . 0 0 1 . 1 5 8

Test Year
Actual Adjustor

12431£2991 LL2/.3JL2_0l3l
s 5,055,107 5 5.088.340

.ELQIe.¢J.e.dJ1Q@l
Present Proposed
Rates Rates

12/31/2002 12/31/2002
$ 5.0aa,s40 s 4,525,998

Revenue Oeauctions and
Dpemting Expenses

4 . 0 9 8 . 5 0 5 4 , 5 2 4 , 3 2 1 4 , 3 0 1 , 1 4 3 4,727,432 4,062,871 4,052,871 3,845,814

Oporadng Income s 829,488 $ 433,815 $ 700,015 s 327,675 s 1.025,469 s 1.025,489 s 680,185

3,559Other Income and
Deductions

20.B16 (26,685) 59,772

Interest Expense H l! 75 1,185,235 4 0 5 1 4 8 8 4 0 5 , 4 6 8 4 0 5 , 4 6 8

Net Income s 832,967 __$ 454.631 § 673.255 s (797,788) 5 620. 1001 $ 6 2 0 , 0 0 1 is 274 - , 717

Eamed Per Average
Common Share 1 . 8 1 0.99 1.46 (1.73) 1.35 1 . 3 5 0.60

.

Dividends Per
Common Share 1 . 0 1 0.45

Payout Ratio n 0.75 0.75

Return on Average
Invested Capital 16.90° /= 3.96% 323% -2.85% 2.24% 3.4B% 1 . 5 4 %

Return on Year End
Capital 8.00% 3.52% 2.31% -2.85% 2.25% 3.52% 1 . 5 5 %

Return on Average
Common Equity 5.07% 2.19% 3.16% -3.75% 2.B2% 8.69% 3.85%

Return on Year End
Common Equity 4.06% 2.17% 3.11% -3.82% 2.78% B,T9% 3.90%

Times Bond Interest Earned
Before Income Taxes 14,555.91 0.54 3.4-9 3.49 2.10

LMLQ
ISD..

1
2
3
4
5
6
7
8

g
1 0
1 1
1 2
1 3

1 4
1 5
1 6
1 7
1 8
1 9
2 0
2 1
2 2
2 3
24-
2 5
2 6
2 7
2 8
2 9
3 0
3 1
3 2
e a
3 4
3 5
3 6
3 7
3 8
3 9
4 0
4 1
4 2
4 3
4 4
4 5
4 6

Times Total Interest and
Preferred Dlvldonds Earned
After Income Taxes 5,977,73 0.33 2.53 2.53 1.58

§_U P P o RTI N G..5§.WiE.QU.L~.E.3
C- 1
E ~ 2
F~1
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.

Youngtown Sun City Wastnwnmr
Test Your Encirad December 31, 2001
Summary Statements of Cash Flaw:

Exhibit
Schedule A-5
Pogo 1
Wlmea: BurnhamLina

N_O_
Polar
Year

Ended
1281/1998

Pr\or
Year

Ended

12433./JESS

Prior
Yasr

Ended

12L=mau.0Q

Test
Year

Ended
_L2/31/2001

Projected Year
Present Proposed
Rates Rates

l2L3l£2.QQ2 12L5.1.l20.0Z

s S 454,631 s 073,265 $ (7s7.7aa) 3; 820.001 25 274,71 7

415,643
(358,964l

(8,598)

538,015
(193,031)

(7,G24)

544,505
(1GG_145)

(9,546)

503,752 503,752

(175,598) 655,981 (638,375)

s us

604,397
539.154
(21 .1 so)

1,4-49,205 fs

27.745
3951947

2,91 G
210961185 $

(23)
12,718

G72.931
(sp002

(3ue,7d5l 33 1,123.753 s 778.469

(2_731,842) (905,902) (194,589) (195,718) (195,713)

s s
110,974

(g(G20.8G8l 3
(37,214)

(9411 10) s
179,944
(14,745) $ (195,718) 9, (195,`}'1 E»\

1 259.559
n

\

(30G.303)
175

mmm 12
(5,321)

(1 ,B60.477)
(1 TE)

543,281
(35,078)

(888,029)

(465,001 ) (205,038)

s 5 1,1711583 $ (1,1s3,0sQ) s 401.530 8 (4G5,001) s
483,034

420fs.03e>
375.713

s s s 5 93 483,034 5 °TG,7'l3

1

1
2
3
4
5 Cash Flows from Operating Activities
6 Net income
7 Adjusimerxts lo mcoracilc not income: lo not cash
a provided by operating acilvlUasg
9 Depreciatlon and Amoriizetion
10 Dorcrroa Income Taxes
11 Accumulated Deferred ITC
12 Changes in Certain Assssts and Liabilities:
13 Accounts Receivable
14 Materials & Supplies
15 Prepaid Expenses
're Misc Currcrxl Assets and Deferred Expense
17 Accounts Payable and Accrued Lleblllliee
18 Accrued Income Taxes
19 nm Cash Flow provided by Operanlnq AcdvlNea
2G Cash Flow From Investing Aciividasz
21 Capital Expenailurcs
22 Plant Held for Future Ume
23 Non-Ullllty Pruper&y
24 No: Cash Flows from lnvestlno Actlvl\lr:s
25 Cash Flew From Flnnnclng ActMtiea
26 (Decrease) Increase in Nat Amounts due to Parent and
27 Amnnlcs
2a Customer Deposlbn
29 Changes in Advances for Construction
30 Cnangos In Contributions for Construcllon
31 Proceeds from Long»Term Debt Borrowing
32 Repayments of Long-Term Debt
ea DlvidOrldS FENG
34 Deferred Flnanclnq Costs
35 Pald !n Capital
88 Not cash Flows Provided by Financing Acfivili8G
av increa8mciccfeasn.) In Cash and Cash Equivalents
so Cash and Cash Equlvslnms at Baglnnlng of year
39 Cash and Cash Equivalents at End of Year
40
41
42
pa S_UEE.O_£8,]]NG§.C..*ZlED_ULE.S;
44 E-G

4.5 F~2

3



Youngstown sun city Wastewater
Test Year Ended December 31. 2004

Summary of Fair Value Rata Base

Exhibit
Schedule El-1
Pogo 1
Witness: Burnham

Original Cost
Rate base

RCND
B_q_l_e bas_q

Fair Value
Rata base (OCRB Only)

Gross Utility Plant In Service
Less: Accumulated Depreciation

3 19,962,780
7,189.539

s 51_811,232
20.408,401

s 191952,780
7,189,539

Net Utility Plant in Service $ 12.773,241 s 31,402,831 $ 12,773,241

3,30Q.005 8.588v1 BE 3,309,005

1,187,138 3,081,090 11187,139

500,000 500.000 500,000

118334
Advances in Aid of
Construction

Contributions in Aid of
Corlstmctlon Net of amortization

Customer Meier Deposits
Deferred Income Taxes & Credits
lnvesrmani tax Credits
Plus:
Tolleson Trlclillng
Filter

Deferred Trap Assets
Allowance for Working Capital
Cltlzcns Acquisition Adjustment

Total Rate Base a~
.p 8, 1' T' r',U97 5 20,233,577 s 8,777,097

Line
N_
1
2
3
4
5
e
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
be
27
ZN
29
30

SUPPORTING SCHEDULES'
B-2
B-3
B-5
E- 1

RECAP SCHEDULES;
A-1
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Original Cost Rate Base Proforma Adjustments

Exhibit
Schedule B-2
Page 1
Witness: Burnham

Actual
at

End of
Test Year

Proforma Adjustments
Label Amount

Adjusted
at end

of
Test YQ=i

Gross Utility
Plant in Service s 19,643,850 1,330

216,300
3 19,962,780

A

Less :
Accumulated
Depreciation

(1)
(2)
(6)
(8) 101,300

6,967,877 (3) 221,862 7,789,539

Ne? Lltligly Plant
in Service $ 12,576,172 $ 12,773,241

Less :
Advances in Aid of
Construction (Ratemaking Purposes Only) 3,479,030 (481

(521)
3,309,005

(170.025)

1,018,380 (Cb)
(Cb)

(1 ,266)
170,025

1,187,139

Q

-

H

l a

(9) 500,000 500,000in

Q

-b

Contributions In Aid of
Construction - Net (Ratomaking
Purposes Only)

Customer Meter Deposits
Deferred income Taxes
investment Tax Credits
Plus:
Tolleson Trlckllng
Filter

Deferred Assets
Working capital
Cltlzens Acqulsltion Adjustment (7) -

Total $ 8,178,762 $ 8,777,097
I

(1) Additional Plant at Closing
(2) Plant to be completed by. 12/31/2002.
(3) Addltlonal Accumulated Depreciation at Closing
(4) Increase (decrease) AIAC (pa) and (:lAc (4b) to Amount at Closing
(5) Adjust AIAC (5e) and CIAC (Sb) for Rate making Purposes
(6) lntontiorually Left Blank
(7) Acqulsitlon Adjustment Premium
(8) Or com Costs
(9) Tolleson Trickling Filter

Llne
No.
1
2
3
4
5

6
7
8
9
10
11
12
13
14
i s
16
17

18
19
20
21
22
23
24
25
26
27
28
29

30
31
32
33
34
35
36

37
38
39
40
41
42
43
44

SUPPORTING SCHEDULES?
B-2
E-1

REC.AP S_C_HE_D_U_LES1
B-1

4



Youngtown. - Sun City Wastewater
Test Yan-lr Ended December 31, zool

Income Statement

Exnlbn
Schedule C-1
Page 'l
Wltness: Burnham

Test Year
Book

Results J-AP.*3l

1 1

Adjustment

Test Year
AdluStod
Results

Proposed

R:1te

].D.€L*l98.5.5t

Adjusted
with Rafe

lJl¢LQ8_3§_

s 5,052,248 33,233 $ 5,085,481 (562.342) s 4,523,139
in

Revenues
Flat Rate Revenues
msnaured Revenues
Other Wastewater Rovcmues 2,ass

s 5v055,107 $ 33,233 $
2,a59

5v083,340 s (562.342) s
2,859

4,525,998

s 332v898
2.728.855

1.621

2e,4a,10a
1c.16:l.17.1B

1b,15

(175,194) $
(1,73S,4~OB)

(1 1 1 )

157,504
992,447

1.510

S 157.504
992,44.7

1 .510

108,581 id (2,585) 105,896 105,696

32,119
1c.10D

i f
3

179,039
(28,995)
513, 166

179.039
3,123

513,165

179.039
3,123

513,166

GB 19.12 21,197 21.265 21,265

50,858 1h.10c (24,849) 25,009 26,009

12,564
492,448
544,505
24,872

149,864
248,379

8
1l.10d

5
1 a.2b,4b

5

7,585
(347,318)
(40,753)
(17418)
28,619

16b
s 4.727.432
s 327,675

$
s

818.091
(Bosses) s
839,169 s

20,150
145, 130
503,752

7.754
1T8,4-B3
889.754
B1B,091

4,062,871
1,025,469

s . S
s (562,342) s

20.150
145,130
503 v752

7.754
178.483
172,697
818.091

3,845,514
680.165

l59,516
(1,185,235)

(9,844)

13a
7

13b

(59,616)
779,767

9.844
(405,468) (405,468)

Operating Expenses
Salaries and Wages
purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplle:
Rapalrs and Maintenance
Office Supplies end Expense
Outslde Services
service Company Chergae
Water Testing
Rents
Treneporterlen Expenses
Insurance - General Llablllty
Insurance - Health and Life
Regulatory Commission Expense Rate casa
Mlscellaneous Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tex
Tolleson Wastewater User Foes

Total Opcratlng Expenses
Operating Income .
Other income (Expense)

interest Income
Other income
Interest Expense
Other Expense
Gain/Lena Sale of Fixed Aensta

Total Other Income (Expense)
Net Profit (Loss)

$(1,'125,4B3)
s (797,788)

s
$

719.995
14559, 1 34

5
s

(405,458) s
820,001

- as
s (582.342) s

(4-05,4-58)

274.717
I

Llano

bin*
1
2
3
4
s
B
7
8
g
10
11
12
13
14
15
KG
17
18
19
20
21
22
23
24
25
i s
27
28
29
30
31
32
33
34
35
36
37
CB

39
40
41
42

SUPPORTING SCHEDULES'
C-2
E-2

RECAP SCHEDULES:
A-1
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Youngtown - Sun Clay Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses

Exhibit
Schedule C-2
Page 1
Witness: Burnham

1

Adjustments to R_ey_QQup_s_and Expenses

2, Q 8 15. § S!-U3$_O$43_1
Revenues

Expenses (937,558) (357,570) 513,166 96,303 (40,753) 28,619 (697,823>

Operating
lncame 937,588 357,570 (513.166) (96,303) 4 0 , 7 5 3 (28,619) 697,823

Interest
Expense

Other
Income /
Expense

Net Income 937.588 357,570 (513,165) (96,303) 40,753 (28,619) 597,823

I
Adlustmeg_tg;_;o_B,sveg_u_e_s_agcLExpenses

4 E! m 8 f3,uJJ_€O£3)
33 v 233Revenues 33,233

Expenses 7,586 281,410 21.197 (357,630)

Operating
Income (7,585) (281 ,4»10) 33.233 (21,197) 420,863

Interest
Expense

Other
Income /
Expense

779,757 \ 779,767

Nat Income 7 7 9 , 7 6 7 (7,585) (281,410) 33.233 ( 2 1 , 1 9 7 ) 1 200,630
I

13
Adjustments to Revenuq_s_a;1d_E_xppg_sgs.

14 LE 1.52 1 8 Total
33.233Revenues

Expenses 11 263,055 ( 2 0 3 . 4 3 3 ) (327,996)

Operating
Income l m ) ( 2 s 3 . 0 5 6 ) 203.433 361.229

779.767
Interest
Expense

Other
Income /
Expense

( 5 9 , 7 7 2 ) (59,772)

Line
No*
1
2
3
4
5
E
7
a
g
'10
1 1
12
1 3
1 4

15
15
17
18
19
to
21
22
23
24
25
26
27
28
29
30
31
32

33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50 Net Income (_5>l9.772} (11) ( 2 6 3 , 0 5 6 ) 203,433 1.081 ,224
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Youngtown - Sun Clay Wnstcwater
Test Year Ended December 31. 2001

Adjustments to Revenues and Expenses
Adjustment Number 3

Exhfhlt
Schedule C-2
Page 4
Witness: Burnham

§_ervlcc Comozmv C18g9 t '

s 5,060,811
0.1014

Total Sewica Chsrgea
Allocation Factor (4 Factor Formula)
Total Charges s 513.188

Llne

N_Q.*
1
2
3
4
s
6
7
B
g
10
11
12
13

|

Adjustment to Revenues and/or Expenses $ 5131165
l

\

r
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Youngstown - Sun City Wastrewater
Test Year Ennead December 34, 2001

Ad]\J8(Menw to Revenues and Expenses
Adluatment Number S

Exhlbli
Sclwrlule C-2
Page a
Witness: Burnham

.D.9P.I§_C.j.9.i.0.§!P8N8§

Account
NO. Orlcrlnal Cost Rate

Depreciation

l8.>;p_9.as._

301.00
302.00
303.00

s 0.00%
0.00%
0.00%

s

»~

Descrlutlon
Intangible
Organization
Franchlsos
Miscellaneous lntanglbiez
Subtotal !ntanglble s

122,373
6.132

10,495
139,000 s

s 5,565
22,095

453
552

2,575 BE

1,s03
291

30
S

310,00
311.00
312.00
313.00
314.00
315,00
316,00
317.00
318.00
319.00
321.00
322.00

0.00% s
2,50°/o
0.00%
0.00%
2.52"/A
0.08%
0.00%
2.00%
2.00%
2.50%
2.00%
2.00%

Traatmont 8. Dischnrgo
Land and Lend Rights
Structures and Improvements
Preliminary Treatment
primary Treatment Equipment
Secondary Treatment Equlpment
Tonlary Equlpmant
Dlsinfection Equipment
Effluent Llft Station E
Ourfalf Lina
Sludge, Treatment & Distribution
Influent Lift Station
General Treatment Equlpment
Subtotal Treatment & Dlscharge s

17B
18,743
52,403 s

4
375

1,032

340.00
341 .of
342.00
343.00
344,00
345,00
345.00

Collection and Influent
Land and Lend Rlghls
Structures and Improvements
Collecrlon System Llft
Collection Mains
Fems MHin9
Dlscharge Services
Manholes
Subtotal Colieatlon and Influent

s 0.00% s
2,00°/n
B,40%
2.04%
2.07%
2.04%
2.03%

•

Line

M
1
2
a
4
5
S
7
a
9
10
11
12
l a
14
15
l a
17
l a
19
20
21
22
pa
24
i s
26
27
pa
29
an
31
32
33
34
35
as
37

5

350,713
1,229,723
9,BBB,964
1,300,255
2,307,454
2,495,755

17,570.Q05 5

7,014
103,297
201,694
25,915
47,072
S0.664

4351557

s s
38
39
40
41
A2
43
44
45
45
47

389.00
390.00
391,00
391 _lo
392.00
393.00
894.00
395.00
396.00
397,00
398,00

General
Land and Land Rights
Structure: and Improvements
Office Funlture and Equipment
Computer Equipment
Trensponetion Equipment
Stores Equipment
Tools, Shag and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Subtotal Gnnoral

0.00%
1.68%
4.55%
4.55%

25.00%
332%
4.14%
a.71 %
5. 14%

10,28v.
438%

s

1,108
750,473
225,528
324,323
40B,123

s,s2a
931334
29.585
27,321

131 ,126
82,919

21071,343 s

12,7B2
10,296
141741

102,031
25s

3,seo
1,097
1.405

13,4-7B
3,138

163.014

2,eov/.
2.50"/za

Youngstown Plant '
ADFUC adjustment 3/S5 "

TOTALS s

(96,727)
(93,075)

19,543,550 s

(2.709)
(2,508)

595,450

s
$

318,930
500,000

2.80%
z.aofv.

a,Q31
14,002

48
49
50
51
52
53
54
55 Proforma Plant (to be Completed by 12/31/2002)
CB
57
CB
kg

S 145,771 2.80%

s 1,187,139 10.00%

$

4,0a2

(118,714)

503,752
53
54
65

544,505

(40,753)
67

Tolleson Trickling Filter

Amortization of Dafarrea Regulatory Assets

60 Loss: Amonlzatlon of Contrlbutlons

35 Tata! Depreciation Expense

Test Year DapracipltiQn Expense

65 Increase (decrease) In Deprecladon Expense

he Adjustmom to Rovonuos and/or Expenses $ (48,753)
I
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Youngstown - Sun Clay Wastewater
Test Year Ended December 31, 2001

Adjustments to Revonucs and Expenses
Adjustment Number 6

Exhibit
Schedule C-2
Page 7
Witness; Burnham

¢2~.diu§.§E.LQp.e.0wlaLe§_ta.Beile.oLErf->n.¢§§.<=l.Bs;4e1;Lm§

s 5,055,107
5,088,340
4,525,998

34,889,815
$9,779.530

406.123

Revenues in year ended 12/31101
Adjusted Revenues In year ended 12/31/D1
Proposed Revenues
Average of three year's of revenue .
Average of three year'5 of revenue. times 2
Add:
Construction Work in Process at 10%
Deduct:
Book Value of Transportation Equipment
Book Value of Transpor\atlon Equipment (proforma)
Total Book Value of Transportation Equipment S 408,123

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Ramo

s 9.371 .507
25%

2,342,877
7.518094%

Property Tax
Tax on Parcels

178,483

sTotal Property Tax at Proposed Rates
Property Taxes in the test year
Change In Property Taxes 0

s

178,483
149.864
23.619

Line
No.
1
2
3
4
5
B
7
8
g
'IO
11
12
13
14
i s
15
17
18
19
20
21
22
23
24
25
28
27
pa Adjustment to Revenues and/or Expenses 5; 28,619

9
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Youngstown - Sun City Wastewater
Test Your Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 7

Exhibit
Schedule C-2
Pogo a
Witness: Burnham

Line
No.

1 M;emsLsm¢M°MmL°n with Ra_l_e_B_a_s_e
2 Fair Value Rate Base
3 Weighed Cost of Debt from Schedule D-1
4 Synchronized Interest Expense
5 Tolleson Bond interest Differential
s Total Proposed Interest Expense
7 Test Year Interest Expense, Per Books
B Increase in Interest Expense
9
10

s

$8,777,097
3.1 5%

276,438
129.029
405.488

1485.235
(779v767)l

Adjustment to Ravanuos and/or Exponsr: 779,767

1

;
l
1

1
1
\
i

q
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

ADJUSTMENTS TO REVENUES ANDIOR EXPENSES
Adjustment Number 8

Exnlblt
Sctwedula C-2
Page 9
Witness: Burnham

Rate Case Expense

Estimated Rate Case Expense $ 100.749

Estimated Amortization Period in Years 5

Annual Rate Case Expense $ 20,150

Test Year Rate Case Expense $ 12,564

Increase(dacre,ase) Rates Casa Expense s 7,586

Llne

_N_o_.
1
2
3
4
5
5
7
8
g

10
11
42
13 Adjustment to Revenue and/or Expense $ 7.585

I
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Youngtown - Sun City Wastewater
Test Your Ended December 31, 2001

ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Adjustment Number 10

Exhibit
Schedule C-2
Page 11
Witness: Burnham

_Et_QL:cied Additional Expenses Adjustment
MMM

Salaries a Wages
Office Expense
Insurance
Misc Expense

S 68,954
185,638
24,569
1,249

10a
10b
10c
10d

Line
NO
1
2
3
4
5
6
7
8
9
10
11 Adjustment to Revenue and/or Expense .s 281,410

I

\

a
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Youngstown - Sun city Wastewater
Tent Year Ended December 31, 2oo1

Adjustments to Revenues and Expenses

Exhlbii
SCHBUUIQ C-2
D393 1
Witness: Burnham

A_¢'1h1strr'u%ntn lcv Revenues rsna ExDena._q_s.
1

Remove CHIZEHH
Q-xo. AIloqsxlons_

Remove T.Y. Service

§QLt=£e.L& WH.as.a Q°mne.f1¥_cJJ¢1rn°A

i
Prulsctnd

,S..H)Bn1=z1=.§Mancz1

5
Dnnrcciaelorw

me

Q
Property
144:41

S_.u_btp_tgl

Revenues
n

Expenses (937585) l357,570] 513,185 98,305 r40.75a) 25,819 (597,523)

Operating
income 937,585 357.570 (515,188) (96,303) 40,753 (28,619) G9T.823

lntereni
Expense

Other
lncomn /
Expnnnc

Net Income 97.5% 357.570 (513,165) (96,303) 40,753 (20.619\ 89823

z
Internal Exp.

Sxnnh W/ R=\M.M'4z

a.
Rats Cash
I§ZR!'=D.3I1

Ad14l1m=nhJn.B=ua=nuna.anNiannnw
B

INTENTIQNALLY
LEFT BLANK

LT
Profectsd

AaaltIonaLE5pe_qs;a4

13
Cofpomta Dice

Leaeg

§ublo_$_q{

Rrgvnnuas

1.1.
R e v a n u o

Agg;L31l7.¢"ll;l_Qg
33,233 33,233

Expenses 1,sas 201,410 21.197 (2.n7~a:ol

Operating
income (7.EB6) * 1251.410) 33.233 (21,187) 420,883

\ntmvmt
Expense

Other
Income I
Expense

779,757 779 x787

Not Income 779.767 l7,EBs) P (2a1.410l 331233 (21,197) 1 I.[}[L630

\

L
Remove Other

Revenues/Exoensen
INTENT1ONALLY

LEFT a_LA K

A;1|\|§1mg',&7- Ia RmQm@n Ana Exoense_a

. .LQ 1-li
Power Com Tolleson

Adhmtmam 4II9LE!1'&

11
Tollansn

Renlcmemem & Cofumenc!e8

18_
Projected

l°1lBB..Qu.Q6m

llntal.

Revenues
33,2113

Expenses
_ 1 1 283,055 (203,4aa) (477,940) (B05336)

Operating
Income (11) (283,055) 203,433 477,940 839,159

779,767

ume
No.
1
z
s
4
5
a
1
e
g
1 o
11
12
13
14
15
16
17.
l a
19
20
21
22
23
pa
25
pa
27
pa
29
to
a l
32
so
34
35
36
Sr
CB
39
AD
41
42
43
44
45
pa
41
46
i s
kg
51
52
so
54
55
so

lntoru:-1
Exvcnsc

Other
lncomn /
Expense

(59,772) (59,772)

Net income (59772) (11) 20:§,433_l283*DSG3 477840 1,559,164
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v in Youngtown - Sun City Wastewater
Test Year Ended December 31, 20m

Projected Income Statements - Present & Proposed Rates

Exhibit
Schedule FT
Page 1
Witness: Burnham

Test Year
Actual
Results

At Present
Rates
Year

Ended
12/31/2002

At Proposed
Rates
Year

Ended
1281 /2002

$ 5,052,248 $ 5,085,481 s 4,523,139

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$
2,859

5,055,107 $
2,859

5,088,340 $

2859
4.525.998

Operating Expenses

$ 332,598
2,728,855

1,621

s 157,504
992,447

1.510

$ 157,504
992,447

1,510

108,581 105.696 105,696

32,119
179,039

3,123
513,166

179,039
3,123

513.166

68 21,285 21,285

50,858 26,009 26,009
-1

Salaries and Wages
Purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expenses
Insurance ._ General Liability
insurance - Health and Life
Regulatory Commission Expense -
Miscellaneous Expense
Depreciation Expense
Taxes Other Than income

Rate Case 12,564
492,448
544,505

24,872
149,864
248,379

-

s
$

4,727,432
327,575

$
$

20,150
145,130
503,752

7,754
178,483
389,754
818,091

4,062,871
1,025.469

3
$

20.150
145,130
503.752

7,754
178,483
172,697
818,091

3,845.814
680.185

89.616
(1 ,185,235)

(9,844)
(405,468) (405,468)

Line
No.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
2.3
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38

Property Taxes
Income Tax
Tolleson Bond

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Not Profit (Loss)

-

$
55

(405,468) s
620,001 3

(405,468)
274,71 7

(1,125,4l'-313) $
(797,788) 3
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Youngtown Sun City Wastewater
Test Year Ended December 31, 2001

Projected Statements of Changes in Financial Position
Present and Proposed Rates

Exhibit
Schedule F-2
Page 1
Witness: Burnham

Lino
No_.
1
2
3

Test Year
Ended

12/31 /2001

At Present
Rates
Year

Ended
12/31 /2002

At Proposed
Rates
Year

Ended
l2L3l!2Dl3_2

$ (797,788) $ 620,001 s 274.717

544,505
(166,145)

(9,546)

503,752 503,752

I

(638,375)

s

(23)
12,716

672,931
(_s,0s0)

(386,785) $ 1,123,753 $ 778,469

(194,689) (195,718) (195.718)
9

58
179,944
(14,745) 3 (195,718) s (195,716)

1,289,559
¢

(BB8,029)

A

(4-65,001 ) (206,038)

s
$

401,530 s
$

(_465_001) s
4631034 $

(206,038)
376.713

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and Amortization
Deferred Income Taxes
Accumulated Deferred ITC
Changes in Certain Assists and Liabilities:

Accounts Receivable
Materials & Supplles
Prepaid Expenses
Misc Current Assets and Deferred Expense
Accounts Payable and Accrued Lf abilities
Accrued Taxes

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities:

Capital Expenditures
Plant Held for Future Use
Non-Utility Property

Net Cash Flows from investiNg Activities
Cash Flow From Financing Actlvltles

(Decrease) Increase in Net Amounts due to Parent and
Afflllates

Customer Deposits
Changes in Advances for Construction
Changes in Contributions for Construction
Proceeds from Long-Term Debt Borrowing
Repayments of Long-Term Debt
Dlvldends Paid
Deferred Financing Costs

Net Cash Flows Provided by Financing Activities
Increase(decrease) In Cash and Cash Equivalents
Cash and Cash Equlvaients at Beginning of Year
Cash and Cash Equivalents at End of Year s $ 463.034 $ 376,713

4

5
6
7
B
9

10

11
12

13
14
15
16
17
18

19
20
21
22
23
24
25
26
27
28
29
30
31

32
33
34
35
38
37
38
39
40
41

42
43

so PPORTINS SCHEDULES:
E-3
F-3
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g
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22

23

24

25
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Andrew J. Burnham
Profiled Surrebuttal Testimony
Docket No. WS~01303A-02-0867 et al.
Page 1

l

2 1. INTRODUCTION

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
3

4

5
A. My name is Andrew J. Burnham and my business address is 2902 Isabella

Blvd., Suite 20, Jacksonville Beach, Florida.

Q- ARE YOU THE SAME ANDREW J. BURNHAM THAT PREPARED

PREFILED DIRECT TESTIMONY IN THIS PROCEEDING ON

6

7

8

9

10

11

BEHALF OF THE TOWN OF YOUNGTOWN ("YOUNGTOWN")?

A. Yes.
12

13

14 Q- HAVE YOU REVIEWED THE PREFILED REBUTTAL TESTIMONY

15

16

OF THE wiTnEssEs FOR ARIZONA-AMERICAN ("COMPANY")?

A. Yes.

17

18

19

II. PURPOSE OF TESTIMONY

Q- WHAT is THE PURPOSE OF YOUR PREFILED SURREBUTTAL
20

21 TESTIMONY IN THIS PROCEEDING?

22

23

A. The purpose of my Surrebuttal Testimony is to respond to various

inaccuracies made by Arizona-American witness Mr. David P. Stephenson in

his Profiled Rebuttal Testimony. The specific items addressed are the basis
24

25

26
for allocation of an acquisition adjustment and the appropriate amortization
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Andrew J. Burnham
Prefilled Surrebuttal Testimony
Docket No. WS-01303A-02-0867 Er al.
Page 2

l period for rate case expenses. My Rebuttal Testimony also provides a

2 description of the revised schedules I am submitting for the Sun City Water

3 and Wastewater Districts based upon the revisions made by Arizona-

4
American in its Profiled Rebuttal Testimony.

5

6 I I I . ALLOCATION OF ACQUISITION ADJUSTMENT

7

8 Q. D() YOU AGREE WITH MR. STEPHENSON'S STATEMENT ON

9 PAGE 16, LINE 21 OF HIS PREFILED REBUTTAL TESTIMONY

10 THAT THE ALLOCATION OF AN ACQUISITION ADJUSTMENT

11
BASED UPON NET PLANT is "AN UNSUPPORTED ASSERTION OF

12
YOUNGTOWN'S CONSULTANTS"?

13

A. No.
14

15

16 Q. PLEASE EXPLAIN.

17

18

A. Allocating the acquisition adjustment based upon the current value of the

assets is more appropriate. As described by Mr. Burton in his Direct

19
Testimony (Direct Testimony of Michae] E. Burton, Page 10), an acquisition

20

21
adjustment is an adjustment to the current book value of assets intended to

22
produce a book value close to the purchase price paid by a willing buyer.

23 Essentially, it is an adjustment intended to reflect the culTent value of the

assets . As such, the appropriate accounting and allocation method of the24

25

26

acquisition adjustment is one that utilizes culTeut value, to the extent an



Andrew J. Burnham
Profiled Surrebuttal Testimony .
Docket No. WS-01303A-02-0867 et al.
Page 3

l alternative approach has not been specified by the appropriate regulatory

2 entities as a condition of the sale of assets to the Company. Arizona-

3 Alnerican's methodology of allocation based upon gross plant values does not

4
completely reflect current book value of assets because it ignores

5

6
depreciation. Therefore, a more appropriate method of allocating an

7
acquisition adjustment for accounting purposes would be the net plant value

8
of each of the Company's districts at the time the sale of assets term Citizens

9 to A1°izo11a-American closed.

10

11 I recognize that Arizona-American is requesting a method to allocate the

12
acquisition adjustment for accounting, not recovery purposes. A cause of

13

14
concern, however, comes from the potential alignment Of the accounting

15
treatment contemplated in this proceeding and recovery of the acquisition

16 adjustment from each district in the future. The Company may attempt to

17 leverage the method of allocating an acquisition adjustment for accounting

18 purposes as future justification for recovery from each district on the same

19
basis. The same justification for allocating an acquisition adjustment for

20
accounting purposes applies to allocation for recovery, and I would

21

22
recommend that an acquisition adjustment be recovered from each district on

23
the same net plant values described above. To the extent the Commission

24 isles against my recommended allocation method, the Commission should

25 make it specifically clear in its Decision and Order that any future

26
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l Commission decision regarding how an acquisition adjustment will be

2 allocated for recovery is not bound by the accounting allocation resulting from

3 this proceeding.

4

5
I v . AMORTIZATION PERIOD OF RATE CASE EXPENSES

6

7
Q- DO YOU HAVE ANY COMMENTS To MR. STEPHENSON'S

8
REBUTTAL TESTIMONY (PAGE 24, LINE 23) REGARDING

9

10
YOUNGTOWN'S PROPOSED AMORTIZATION PERIOD FOR RATE

11 CASE EXPENSES?

12 A. Yes. First of all, Mr. Stephenson correctly i'ecogliizes that, Qr a historical

13 basis, there indeed has been a large time period between rate cases for the

14 utility systems in this proceeding. In fact, the span between rate cases is

15
substantially greater than the time period over which rate case expenses have

16
been amortized. The Commission ordered a four-year amortization period for

17

18
recovely of rate case expenses in the last rate case for these systems in

19 Decision No. 60172, when the aemal time between filings has been more than

20 six years.

21

22 That being said, Mr, Stephenson states that investments will have to be made

23
over the next few years Thai will "likely lead to new rate cases being filed in

24

25
less than five years" (Rebuttal Testimony of David P. Stephenson, Page 25,

26
Line 4). "Likely" is hardly a definitive commitment to initiate a rate



F*

In

u

Andrew J. Burnham
Preiled Su1TebuttaI Testimony
Docket No. WS-01303A-02_0867 et al.
Page 5

l proceeding within the next five years, Based on the historical time period

2 between rate proceedings for these utility systems, and the lack of the

3 Company's specific commitment to Tile within 5 years, I maintain my

4
recommendation of a five-year amortization period for rate case expenses.

5

6

v.
7

REVISED SCHEDULES FOR SUN CITY WATER AND
WASTEWATER DISTRICTS

8

9 Q. DO THE REVISIONS MADE BY ARIZONA-AMERICAN IN ITS

10 PREFILED REBUTTAL TESTIMONY AFFECT THE RATE

11
CALCULATIONS YOU PREPARED IN YOUR DIRECT TESTIMONY

12
ON BEHALF OF YOUNGTOWN?

13

A. Yes. First, changes proposed by the Company to the overall cost of capital,
14

15
gross utility plant in service, and accumulated depreciation affect the test-year

16 adj used operating income and required operating income calculations.

17 Descriptions of the Conlpany's revisions to expenses and their impacts are

18 identified on Page 1 of Surrebuttal Schedule C-2 for the Sun City Water and

19
Wastewater Districts attached to this testimony. The revisions to expenses

20
affect the test-year calculation of adjusted operating income, which in turn

21

22
affects the determination of the operating income deficiency and the

23
calculation of the gross increase in revenue requirement.

24

25

26
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l Q- PLEASE SUMMARIZE How THE REVISIONS MADE BY

2 ARIZONA-AMERICAN IN THE CO1VIPANY'S PREFILED DIRECT

3 TESTIMONY AFFECT YOUNGTOWN'S RECOMMENDED RATE

4
INCREASE ORIGINALLY SHOWN IN YOUR PREFILED DIRECT

5
TESTIMONY.

6

A. As explained in detail below, adjustments to Youngstown's initial analysis due
7

8 to these revisions by the Company in its Prefixed Rebuttal Testimony show

9 that a maximum potential rate increase of $2,055,466 for the Sui City Water

10 District may be justified as opposed to $2,369,086 This represents a 33.19%

11 increase in the Company's existing rates instead of Youngstown's initial

12
recommendation of 38.25%. Using Youngstown's recommended phase-in

13

14
approach results in a 16.595% increase in the first year and a subsequent

15
16.595% increase in the second year following a Commission order in this

16 proceeding. This compares to a 19.l25% increase in both the first and second

17 years following a Commission order as initially recommended.

18

19
For the Sun City Wastewater District, adjustments to Youngstown's initial

20
analysis reflecting the revisions made by the Company result in a (8729,062)

21

22
or a 14.33% decrease in the Company's existing rates instead of the

23
($562,342) or 11.05% decrease initially proposed. This full rate decrease

24 would be effective immediately following the Commission's Order approving

25 the rate decrease.

26
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1 Q. PLEASE DESCRIBE THE SPECIFIC ADJUSTMENTS YOU MADE

2 To INCORPORATE THE REVISIONS PROPGSED BY ARIZONA-

3 AMERICAN IN THE COMPANY'S PREFILED REBUTTAL

4
TESTIMONY.

5
A. The first adjustment was to replace the originally filed rate of return of 7.75%

6

7
with 7.52%, as revised in rebuttal by the Company. The adjusted rate of

8 1.etL1m is identified on Surrebutta] Schedule A-1 for each district attached to

g this testimony. Second, I incorporated the Company's Rebuttal Testimony

10 revisions to plant in service and accumulated deprecation values into the

11 original cost rate base ("OCRB") calculations as shown on Surrebuttal

12
Schedule B-2 for each district attached to this testimony. Consistent with

13

14
Youngstown's position that OCRB serve as fair value rate base ("FVRB"), the

15
revised OCRB values were then conied forward to Surrebuttal Schedules B-1,

16 and A-1 for each district attached to this testimony.

17

18 It is important to notelthat the Pretiled Rebuttal Testimony revisions of the

19
Company to plant in service and accumulated depreciation values for all of its

20

21
districts affect the allocation of certain corporate expenses, such as office

22
expenses and insurance. This is due to the fact that these revisions ultimately

23
affect the OCRB value for each district, which we propose serves as the

24 FVRB for each district. As proposed by the Company, FVRB is the allocating

25

26

factor for apportioning certain corporate office and insurance expenses to each
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l district. Therefore, adjustments to OCRB will affect the FVRB allocation

2 factor calculations that are utilized in allocating these corporate expenses to

3 each district. Furthermore, the amount of the office and insurance expenses

4
allocated to each district is also affected by AA proposing to incorporate

5
revised total costs reflecting actual 2002 data. The summary changes in the

6

7
FVRB, FVRB allocators, corporate expense amounts, and expense amounts

8
allocated to each district are included on Surrebuttal Schedule CO, Pages X

9 and Xo attached to this testimony.

10

11
Q How WERE THE TOTAL CORPORATE INSURANCE AND OFFICE

12
EXPENSE AMOUNTS CALCULATED?

13

A. The total corporate insurance and office expense amounts to be allocated to
14

15
the Company's districts were calculated by summiugthe respective amounts

16 allocated to each district in the Company's rebuttal schedules. In order to

17 determine the amount of the corporate office expense that should be allocated

18 based upon each factor, such as FVRB, customer count, and proforma plant, I

19
multiplied the ratio of the expense previously allocated to each factor in AA's

20
initial filing against the revised total office expense. This allowed ire to re-

21

22
allocate the portion of office expense allocated by FVRB percentages based

23
upon our adjusted FVRB values that recognize the revised OCRB values in

24 the Company's Preiled Rebuttal Testimony.

25

26
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l Q PLEASE CONTINUE DESCRIBING THE SPECIFIC REVISIONS4 4

2 YOU MADE TO INCORPORATE THE ADJUSTMENTS PROPOSED

3 BY A1UZONA-AMERICAN IN THE COMPANY'S PREFILED

4
REBUTTAL TESTIMONY.

5
A. Surrehuttal Schedule C-1 for each district attached to this testimony identifies

6

7
the adjusted test-year income statement results proposed in our direct filing.

8
The revisions made by the Company in rebuttal cause the need for

9 adjustments to specific components of those adjusted test-year results. These

10 adjustments have been labeled 1 through 10.

11

12
Q PLEASE DESCRIBE ADJUSTMENTS 1 THROUGH 10.

13

A. Adjustment 1 revises the amount of salary and wages included in
14

YoL1ngtown's Prefixed Direct Testimony to reflect the 2002 actual amount
15

16 included in the Company's rebuttal schedules. Page 2 of Surrebuttal Schedule

17

18

C-2 attached to this testimony shows the amount included in Youngstown's

PreHled Direct Testirnbuy, the revised amount, and the necessary adjustment

19
to the test~year €XP€HS€.

20

21

22
Adjustment 2 revises the amount of payroll taxes included in Youngtowu's

23
Prefilled Direct Testimony to reflect the payroll tax amount based upon 2002

actual wages included in the Company's rebuttal schedules. Page 3 of24

25

26

Surrehuttal Schedule C-2 attached to this testimony shows the amount
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1 included in Youngstown's Preiled Direct Testimony, the revised amount, and

2 the corresponding adjustment to the test-year expense.

3

4
Adjustment 3 is necessary to reflect revised depreciation rates, original cost

5
plant bases, and removal of the acquisition adjustment as described in the

6

7
Company's rebuttal filing. It is important to note that we removed the

8
amortization of the original cost acquisition adjustment in Youngstown's

9 Direct Testimony, so the net impacts of the above described revisions is an

10 increase to the amount of depreciation expense. Page 4 of Surrebutta]

11 Schedule C-2 attached to this testimony shows the amount included in

12
Youngstown's Preiled Direct Testimony, the revised amount, and the required

13
adjustments .

14

15

16 Adjustment 4 reflects the revised rebuttal position of the Company to use two

17

18

years of adjusted revenue and one year of proposed I'€V€11U€ in property tax

calculations. Page 5 if Surrebuttal Schedule C-2 attached to this testimony

19
shows the revised calculation, the amount included in Youngstown's Prefilled

20
Direct Testimony, and the corresponding adjustment to the test-year expense.

21

22

23
Adjustment 5 is necessary to reflect the fact that the previously discussed

24 OCRB revisions provided by the Company in rebuttal will result in a different

25

26

interest expense calculation. Page 6 of Sunebuttal Schedule C-2 attached to
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l this testimony shows the revised calculation, the amount included in

2 Youngstown's Prefiled Direct Testimony, and the necessary adjustment to the

3 test-year expense.

4

5
Adjustments 6, 7, 8, and 9 are revisions to the amount of corporate salaries

6

7
and wages, office expenses, insurance expenses, and miscellaneous expenses

8
allocated to each of the Company's districts in Youngtowu's Profiled Direct

9 Testimony intended to reflect the revised Arizona-American rebuttal amounts

10 that are based upon 2002 actual data. Pages 7, 8, 9, and 10 of Surrebuttal

11 Schedule C-2 attached to this testimony show the revised calculations, the

12
amounts included in the Town's Direct T€stimo11y, and the corresponding

13
adjustments to test-year expenses.

14

15

16 Adjustment 10 revises the amount of Service Company charges allocated to

17 each district in Youngtowu's Direct Testimony to reflect the revised amount

18 that is based upon 2002 actual values included in the Company's rebuttal

19
filing. Page 11 of Surrehuttal Schedule C-2 attached to this testimony shows

20
the revised calculation, the amount included in the direct filing, and the

21
corresponding adjustment to the test-year expense.

22

23

24

25

26
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1 Q. ARE THERE ANY OTHER REMAINING ADJUSTMENTS THAT

2 YOU MADE THAT YOU HAVE NOT YET IDENTIFIED?

3 A. Yes. The income tax amount has been adjusted. As I mentioned in my

4
Prefixed Direct Testimony (Page 13), income tax calculations are a direct

5
result of profit or loss. The adjustments made above, affect the amount of

6

7
profit or loss due to the differing amounts of revenue, expenses, and rate base,

8
and subsequently impact the income tax calculation. The amount of the

9 income tax adjustment is identified on SLuTebuttal Schedule C-2, Page 1

10 attached to this testimony and is carried forward into Surrebuttal Schedule C-

11 1.

12

13

VI. SUMMARY AND RESULTS
14

15

16

Q. WHAT IS THE MAXIMUM RATE INCREASE YOUNGTOVVN

BELIEVES MAY BE JUSTIFIED FOR ARIZONA-AMERICAN'S SUN
17

18
CITY WATER AND WASTEWATER DISTRICTS BASED UPON

YOUR ANALYSIS OF THE COMPANY'S REBUTTAL FILING?19

20

21

A. The analysis shows that an ultimate rate increase no higher than $2,055,466

for A1'izo1ia-Amr-:1.ican's Sun City Water District is justified based on the

22 evidence presented by the Company in this proceeding including its Prefixed

23
Rebuttal TestNnony. This represents a 33.19% increase above Arizona-

24
Anlerican's existing rates instead of our Qriginal recommendation of 38.25%.

25

26
This would result in a l6.595% increase in the first year following the
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l Commission order approving the rate increase and a subsequent 16.595%

2 increase in the second year following the Comnlission's order. This compares

3 to a 19.]25% increase in the first and second years following the

4
Commission's order as we originally proposed.

5

6

7
For Arizona-America1i's Sun City Wastewater District, the justifiable zumual

8
rate increase would be ($729,062) or a 14.33% decrease from the Company's

9 existing rates instead of the approximate l 1.05% decrease we initially

10 recommended. This H111 rate decrease would be effective immediately

l l following the Commission's order approving such a decrease.

12

13
The final rate increase or decrease warranted for each of Arizona-American's

14

15
Sun City Districts is shown on Exhibit Surrebuttal Schedule A-1 attached to

16 this testimony.

17

18 Of course these figures assume the cost of capital and return values requested

19
by Arizona-American in its Profiled Rebuttal Testimony are fair and

20
reasonable, that all plant claimed to be in service by Arizona-American in

21
rebuttal is servicing the public and that no other adjustments to expenses or

22

23
plant is found to be necessary or appropriate by the Commission. Such issues

24 were beyond the scope of Button & Associates' investigation and analysis of

25 the Company's rate increase application on behalf of the Town of Youngstown.

26
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1 Thus, Youngstown's silence on any of these items should not be taken in any

2 way as the Town's acceptance of Arizona-American's positions.

3

4
Q. DOES THIS CONCLUDE YOUR PREFILED SURREBUTTAL

5
TESTIMONY?

6

A. Yes.
7

8

9

10

11

12
F:\l753\-10-I ACC Proceeding\Surrebul\al Testimony\Bumham.DRAFT 2.doc

13

14

15

16

17

18

19

20

21

22

23

24

25

26
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Young town - Sun City Water
Test Year Ended December 31, 2001

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Surrebuttal Schedule A-1
Page
Witness: Burnham

Line
No .

Fair Value Rate Base $ 22,014,473

Adjusted Operating Income 392,528

Current Rate of Return 1.78%

Required Operating Income $ 1,654,608

Required Rate of Return on Fair Value Rate Base 7.52%

Operating Income Deficiency $ 1,262,079

Gross Revenue Conversion Factor 1 .6286

Increase in Gross Revenue
Requirement $ 2,055,466

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

$

Customer
Classification
5/8 X 3/4 Inch Meter
1 Inch Meter
1.5 inch Meter- Commercial
2 Inch Meter
Construction Water
Church
Golf Course
Private Fire
Public Authority
Miscellaneous Revenues

Total of Water Revenues $0 $0 $

33.19%
33.19%
33.19%
33.19%
33.19%
33.19%
33.19%
33.19%
33.19%
33.19%
33.19%
33.19%

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

33
34
35
36
37
38
39
40
41

SUPPORTING SCHEDULESz
Surrebuttal B-1
Surrebuftal C-1
AA Rebuttal D-1
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Summary of Rate Base

Exhibit
Surrebuttal Schedule B-1
Page 1
Witness: Burnham

Original Cost
Rate base

RCND
Rate base

Fair Value
Rate base (OCRB Only)

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 38,754,465
13,280,503

$ 81,489,402
29,936,694

$ 38,754,465
13,280,503

Net Utility Plant in Service $ 25,473,962 $ 51,552,708 $ 25,473,962

2,331,186 4,901,808 2,331,186

1,127,078
1,225

2,369,919
1,225

1 ,127,078
1,225

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction - Net of amortization

Customer Meter Deposits
Deferred Income Taxes & Credits
Investment tax Credits
Plus:
Unamortized Finance
Charges

Deferred Tax Assets
Allowance for Working Capital
Citizens Acquisition Adjustment

Total Rate Base S 22,014,473 $ 44,279,757 $ 22,014,473

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

SUPPORTING SCHEDULES:
Surrebuttal B-2

RECAP SCHEDULES:
Surrebuttal A-1
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Original Cost Rate Base Proforma Adjustments

Exhibit
Surrebuttal Schedule B-2
Page 1
Witness: Burnham

Direct
Adj used
at end

of
Test Year

AA Rebuttal Adjustment:
Label Amount

Surrebuttal
Adj used
at end

of
Test Year

Gross Utility
Plant in Service $ 39,396,793 (1) (642,328) $ 38,754,465

Less:

Accumulated
Depreciation 13,717,002 (2) (436,499) 13,280,503

Net Utility Plant
in Service $ 25,679,791 $ 25,473,962

Less:
Advances in Aid of
Construction (Ratemaking Purposes Only) 2,331,186 2,331,185

1,127,078 1,127,078

1,225 1 ,225

Contributions in Aid of
Construction - Net (Ratemaking
Purposes Only)

Customer Meter Deposits
Deferred income Taxes
investment Tax Credits
Plus:
Unamortized Finance
Charges

Deferred Tax Assets
Working capital
Citizens Acquisition Adjustment

Total $ 22,220,302 $ 22,014,473

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
l a
19
20
21
22
23
24
25
26
27
28
29

30
31
32
33
34
35

(1) See AA Rebuttal B-2, Page 2
(2) See AA Rebuttal B-2, Page 3



Youngtown - Sun City Water
Test Year Ended December 31, 2001

Income Statement

Exhibit
Surrebuttal Schedule C-1
Page 1
Witness: Burnham

Line
No.

Direct
Test Year
Adjusted
Results Label Adjustment

Surrebuttal
Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
Mth Rate
lf\cf68sQ

$ 6,079,671 $ 6,079,671 2,055,486 s 8,135,138

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues 113,419

$ 6,193,090 s $
113,419

5,193,090 $2,055,466 $
113,419

8,248,557
Operating Expenses

$ 1,148,174 1 ,e 996,813 996,813

7

10

1 ,416,410
17,413

540,349
429,053
93,641

909,428
6,a78

28,369
22

65,896 8

1 _416,410
17,413

540,349
367,549
93,641

895,168
8,878

28,389
22

59.487

1,416,410
17,413

540,349
367,549
93,641

895,168
6,e7a

28,369
22

59,487

Salaries and Wages
Purchased Water
Purchased Power
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expenses
Insurance . General Liability
Insurance - health and Life
Regulatory Commission Expense - Rate Case
Miscellaneous Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
lnoome Tax

24,525
300,122

1,004,528
62,065

150,785
(271,892)

g
3
2
4

24,525
300,464

1,007,693
62,753

139,819
(156,790)

$
$
$
$
$
$
$
$
$
$
s
$
$
$
s
$
$
s

24,525
300,464

1 ,007,593
62,753

139.819
636_597

$ 5,925,765
$ 267,326

$
$

(151,361) $
- $
_ $
- $
- $

(61,504) s
- s

(14,259) s
_ $
_ s
_ s

(6,409) s
_ s
_ $
342 s

3,165 $
al a $

(10,966) s
115,102

S
(125,203) $
125,203 s

5,800,562
392,528

$ _

$2,055,466
$
$

8,593,949
1,654,608

(699,837) 5 57,895 (641 ,942) (541,942)

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

pa

29

30

31

32

33

34

35

36

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
GainlLoss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

$
$

(699.837)
(432,512)

$
$

57,895
183,098

s
$

(641 ,942) $ -
(249,414) $2,055,466

$
$

(641,942)
1,012,665

37
38
39
40

SUPPORTING SCHEDULES:
Surrebuttal C-2

RECAP SCHEDULES;
Surrebutial A-1



4

Youngtown Sun City Water
Test Year Ended December 31, 2001
Summary of Surrebuttal Adjustments

Exhibit
Surrebuttal Schedule C-2
Page 1
Witness: Burnham

Line

No.
Revenues

Water/Sewer
Label Description Sun Citv Water

1

2

Revenues
Other Revenues

None
None

$

Operatinq Expenses

Salaries and Wages
Salaries and Wages
Office Supplies & Expense
Service Company Charges
insurance - General Liability
Miscellaneous Expense
Depreciation Expense
Taxes Other Than lncome~
Property Taxes
Income tax

1
6
7
10
8
g
3
2
4

Adjust to Actual 2002 Wages
Adjust to Actual 2002 Wages (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Service Company Charges
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Depreciation Expense
Adjust 2002 PR Tax based on Actual Wages
Property Tax Calc

NA

$ 35,338
(186,699)
(61,504)
(14,259)
(6,409)

342
3.165

688
(10,966)
115,102

3
4
5
6
7
8
9
10
1 1
12
13
14
15
16

Total Operating Expenses
Operating Income

94¢=e¢=m4taw¢

$ 1 2 5 , 2 0 3



v

Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Surrebuttal Schedule C-2
Page 2
Witness: Burnham

Protected Salaries & Wases and Related Expenses

Actual 2002 Wackes and Salaries
601 Salaries & Wages

Amount
$ 769,786

Direct Filing Proposed Wases and Salar
601 Salaries & Wages 734,448

Increase (Decrease) s 35,338

Line

F M
1
2
3
4
5
6
7
8
9
AD
11
12
13

Adjustment to Revenues and/or Expenses $ 35,338



H

Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 2

Exhibit
Surrebuttal Schedule C~2
Page 3
Witness: Burnham

PR Taxes Based on Actual 2002 Wases
408 Taxes Other Than Income

Amount
$ 62,753

Direct Filing Proposed PR Taxes
408 Taxes Other Than Income 52,065

Increase (Decrease) $ 688

Line

M
1 Proieded Salaries & Wases and Related Expenses
2
3
4
5
6
7
8
g

10
11
12
13

Adjustment to Revenues and/or Expenses $ S88
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Youngtown - Sun City Water
Test Year Ended December 31 , 2001

Adjustments to Revenues and Expenses
Adjustment Number 3

Exhibit
Surrebuttal Schedule C-2
Page 4
Witness: Burnham

Depreciation Expense

Account
No. Oriqinal Cost Rate

Depreciation
Expense

301 .00
302.00
303.00

$ 0.00%
0.00%
0.00%

s

Description
Intangible
Organization
Franchises
Miscellaneous intangibles
Subtotal Intangible $

471
2.851
4.591
7,913 $

$ 180,083
B75,244

314

$
21,881

8

310.00
31 1.00
312,00
313.00
314,00

0.00%
2.50%
2.50%
0.00%
2.52%

Source of Supply
Land and Land Rights
Structures and improvements
Collecting and impounding R
Lakes, Rivers, Other Intakes
Wells and Spnngs
Subtotal Source of Supply

1.891,544
$ 2,947,185 $

47,667
69,556

320.00
321 .00
323.00
325.00
326.00
328.10

s 0.00%
1.67%
442%
4.42%
5.00%
5.01 %

s

Pumping
Land and Land Rights
Structures and Improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipn
Subtotal Pumping $

8,456
582,491

9,554
6,668,795

25,151
249,781

7,544,228 s

9,728
422

294,761
1,258

12,514
318,682

330.00
2.31 .00
332.00

Water Treatment
Land and Land Rights
Structures and Improvements
Water Treatment Equipment
Subtotal W ater Treatment

$ 0.00%
1.67%
4.00%

$

$

80,580
393,191
473,771 $

1,346
15,728
17,073

10,493
28,604

1 ,512,510
14,034,103

s
572

25,259
214,722

340.00
341 .go
342.00
343.00
344.00
345.00
346.00
348.00
349,00

Transmission and Distribution
Land and Land Rights S
Structures and Improvements
Distribution, Reservoirs, & SI
Transmission and Distributioi
Fire Mains
Services
Meters
Hydrants
Other Transmission 8. Disirib
Subtotal Transmission and

0.00%
2.00%
1 67%
1.53%
0.00%
2.48%
2.51 %
2.00%
2.00%

4,783,796
3,232,044
1,814,681

523
14-11-w-1l-1~»'m -av-4l¢*n-aa* $

118,638
81,124
36,294

10
476.619

389.00
390.00
391,00
391.10
392.00
393.00
394.00
39500
395.00
397.00
398.00

General
Land and Land Rights
Structures and Improvements
Of ice Furniture and Equip re
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Subtotal General

$ 0.00%
1.67%
4.59%
4.59%

25.00%
3.91%
4.02%
3.71%
5.20%

10.30%
4.93%

s

Line

1
2

3

4

5

6

7

8
9

10

11

12
13
14
15
16

17

18
19

20
21

22
23
24
25

2s

27

28

29
30

31
32

33

34

35
36
37

38
39
40

41
42
43

44

45

46

47
48
49

50
51
52

53
54
55
56

57
58
an

60
Q I

$

1 .163
798,274
502,391
227,321
579,345

6.848
97,974
31,035
28,520

177,800
52,439

2,513.1 1 1 $

$1,101,825

18,576

1 3,331
23,060
10.434

144,837
268

3.939
1,151
1,483

18,313
3,078

219,894

TOTALS #m-n~¢HHH4\4¢-wif

Amortization of Deferred Regulatory Asst $ 655,877

$ 1,127,078

2.B322%

10.0000% (1 12,708)
$1,007,693

Direct Filing Depreciation Expense

Increase (decrease) in Depredation Expense

1 ,004,528

BE
DJ
64 Less: Amortization of Contributions
65 Total Depreciation Expense

67
of
69
/u

3,165



*

'it Adjustment to Revenues and/or Expenses $ 3,165
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 4

Exhibit
Surrebuttal Schedule C-2
Page 5
Witness: Burnham

s 6.193.090
6,193,090
8,248,557

$6,878,246
$13,756,492

579,346

s 579,346

$13,1 77.146
25%

3,294,286
7.205292%

237,363
154

$

$

237,517
248,483
(10,966)

Line
No.
1 Adjust Prooertv Taxes to Reflect Proposed Revenues:
2
3 Surrebuttal Adjusted Revenues in year ended 12/31/01
4 Surrebuttal Adjusted Revenues in year ended 12/31/02
5 Proposed Revenues
e Average of three years of revenue
7 Average of three year's of revenue, times 2
8 Add:
9 Construction Work in Progress at 10%
10 Deduct:
1 1 Book Value of Transportation Equipment
12 Book Value of Transportation Equipment (proforma)
13 Total Book Value of Transportation Equipment
14
15 Full Cash Value
16 Assessment Ratio
17 Assessed Value
l a Property Tax Rate
19
20 Property Tax
21 Tax on Parcels
22
23 Total Surrebuttal Property Tax at Proposed Rates
24 Direct Filing Property Taxes
25 Change in Property Taxes
26
27
28 Adjustment to Revenues and/or Expenses
29
to

$ (10,966)



Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 5

EJd1ibit
Surrebuttal Schedule C-2
Page 6
Witness: Burnham

Interest Svnchronization with Rate Base

Fair Value Rate Base
Weighted Cost of Debt from Schedule D-1
Surrebuttal Synchronized Interest Expense
Direct Filing Interest Expense
Increase in Interest Expense $

$22.014,473
2.92%

641,942
699,837
(57,895)

Line

NQ
1
2
3
4
5
6
7

8
9

10
11

Adjustment to Revenues and/or Expense 57,895



4

Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 6

Exhibit
Schedule C-2
Page 7
Witness: Burnham

Actual 2002 Salaries 8. Wages Expense (Corporate) $ 227,027

Direct Filing Proposed Additional Wages Expense (Cory 413,726

\increase (Decrease) in Additional Expenses $ (186,699)

Line

NO
1 Protected Additional Expenses
2
3
4
5
6
7
8
g

10
11
12
13
14
15

Adjustment to Revenue and/or Expense s (186,699)



Q

Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 7

Exhibit
Schedule C-2
Page 8
Witness: Burnham

Actual 2002 Additional Office Expense (Corporate) $ 225,166

Direct Filing Proposed Additional Office Expense (Corps 286,679

Increase (Decrease) in Additional Expenses $ (61 ,504)

Line

NG
1 Protected Additional Expenses
2
3
4
5
6
7
8
g
10
11
12
13
14
15

Adjustment to Revenue and/or Expense $ (61 ,5041

i



9
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Youngtown - Sun city Water
Test Year Ended December 31 , 2001

Adjustments to Revenues And Expenses
Adjustment Number 8

Exhibit
Surrebuttal Schedule C-2
Page 9
Witness: Burnham

Protected Additional Expenses

Actual 2002 Additional Insurance Expense (Corporate) $ 55,791

Direct Filing Proposed Additional Insurance Expense (C 62,200

Increase (Decrease) in Additional Expenses $ (6,409)

Line
M
1
2
3
4
5
6
7
8
9

10
11

12
13
14
15

Adjustment to Revenue and/or Expense $ (6,409)



4

Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 9

Exhibit
Surrebutial Schedule C-2
Page 10
Witness: Burnham

Actual 2002 Additional Misc. Expense (Corporate) $ 3.788

Direct Filing Proposed Additional Misc. Expense (Corpc 3,446

Increase (Decrease) in Additional Expenses $ 342

Line
M
1 Protected Additional Expenses
2
3
4
5
6
7
8
9

10
11
12
13
14
15

Adjustment to Revenue and/or Expense $ 342



*

4

Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 10

Exhibit
Surrebuttal Schedule C-2
Page 1 1
Witness: Burnham

$ 4,981,460
0.1797

$ 895,168

$ 5,060,811
0.1797

$ 909,428

Line

M
1 Service Comoanv Charges
2
3 Total 2002 Service Charges
4 Allocation Factor (4 Factor Formula)
5 Total Charges

6
7 Direct Filing Proposed Charges
8 Allocation Factor (4 Factor Formula)
9 Total Charges
10
11
12
13 Adjustment to Revenues and/or Expenses
14
15
16
17

s (14,259)



Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Surrebuttal Schedule A-1
Page 1
Witness: Burnham

Line
No .

Fair Value Rate Base $ 8,709,672

Adjusted Operating Income 1,102,271

Current Rate of Return 12.66%

Required Operating Income $ 654,619

Required Rate of Return on Fair Value Rate Base 7.52%

Operating Income Deficiency $ (447,652)

Gross Revenue Conversion Factor 1 .6286

increase in Gross Revenue
Requirement $ (729,062)

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

$

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
to
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Customer
Classification
5/8 x 3/4 Inch Meter
1 Inch Meter
1.5 Inch Meter- Commercial
2 Inch Meter
Construction Water
Church
Golf Course
Private Fire
Public Authority
Miscellaneous Revenues

Total of Water Revenues $0 $0 $

-14.33%
-14.33%
-14.33%
-14.33%
-14.33%
-14.33%
-14.33%
-14.33%
-14.33%
_14.33%
-14.33%
-14.33%

33
34
35
36
37
38
39
40

SUPPORTING SCHEDULES:
Surrebuttal B-1
Surrebuttal C-1
AA Rebuttal D-1



Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Summary of Fair Value Rate Base

Exhibit
Surrebuttal Schedule B-1
Page 1
Witness: Burnham

Original Cost
Rate base

RCND
Rate base

Fair Value
Rate base (OCRB only.

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 19,900,933
7,195,117

$ 51,811,232
20,408,401

$ 19,900,933
7,195,117

Net Utility plant in Service $ 12.705,816 $ 31,402,831 $ 12,705,816

3,309,005 8,614,854 3,309,005

1,187,139 3,090,665 1,187,139

500,000 500,000 500,000

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction .. Net of amortization

Customer Meter Deposits
Deferred Income Taxes & Credits
Investment tax Credits
Plus:
Tolleson Trickling
Filter

Deferred Tax Assets
Allowance for Working Capital
Citizens Acquisition Adjustment

Total Rate Base $ 8,709,672 $ 20,197,312 $ 8,709,572

Line
No.
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25
26
27
28
29
30

SUPPORTING SCHEDULES:
Surrebuttal B-2

RECAP SCHEDULES:
Surrebuttal A-1
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Original Cost Rate Base Proforma Adjustments

Exhibit
Surrebuttal Schedule B-2
Page 1
Witness: Burnham

Direct
Actual

at
End of

Test Year
AA Rebuttal Adjustments

Label Amount

Surrebuttal
Adjusted
at end

of
Test Year

Gross Utility
Plant in Service 33 19,962,780 (1) (61 ,846) $ 19,900,933

Less:
Accumulated
Depreciation 7,189,539 (2) 5.578 7,195,117

Net Utility Plant
in Service $ 12,773,241 $ 12,705,816

Less:
Advances in Aid of
Construction (Ratemaking Purposes Only) 3,309,005 3,309,005

1,187,139 1,187,139

Contributions in Aid of
Construction -Net (Ratemaking
Purposes Only)

Customer Meter Deposits
Deferred Income Taxes
Investment Tax Credits
Plus:

500,000 500,000

Tolleson Trickling
Filter

Deferred Assets
Working capital
Citizens Acquisition Adjustment

Total $ 8,777,097 $ 8,709,672

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

(1) See AA Rebuttal B-2, Page 2
(2) See AA Rebuttal B-2, Page 3
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Youngtown - Sun City Wastewater
Test Year Ended December 31. 2o01

income Statement

Emabn
Surrebuttal Schedule C-1
Page 1
Witness; Burnham

Direct
Test Year
Adjusted
Results Label Adjustment

Surrebuttal
Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

s 5,085,481 s 5,0854481 (729,062) $ 4,356,419
Revenues

Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues 2,859

s 5.088,340 $ $
2,859

5,088,340
2.859

s (729,062) s 4,359,278
Operating Expenses

$ 157,504
992,447

1 ,510

1 ,e (50,322) $ 107,182
992,447

1,510

$ 107,182
992,447

1,510

105,696 105,696 105,696

7 (51,101)179,039
3,123

513,166 10 (8,046)

127,937
3,123

505,120

127,937
3,123

505,120

21,265 21,265 21,265

26,009 8 (2,496) 23,513 23,513

9
3
2
4

414
4,091

(1,805)
(1,695)
34,158

Salaries and Wages
Purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Regulatory Commission Expense - Rate Case
Miscellaneous Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax
Tolleson Wastewater User Fees

20,150
145,130
503,752

7.754
178,483
389,754
818,091

$ 4.062,871
$ 1,025,469

$
$

(76,802) $
76,802 $

20.150
145,544
507,843

5.949
176,787
423,913
815,091

3,986,069
1 ,102,271

$ - $
s (729,062) s

20,150
145,544
507,843

5,949
176,787
142,503
818,091

3,704,659
654,619

(405,468) 5 (22,465) (427.933) (427,933)

Line

N ;
1
2
3
4
5
6
7
8
g
10
1 1
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
GainlLoss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

$ (405,468)
$ 620,001

$
$

(22,465) $
54,337 $

(427,933) s - $
674,338 $ (729,062) s

(427,933)
226,686

SUPPORT|NG SCHEDULES;
Surrebuttal C-2

RECAP SCHEDULES1
Surrebuttal A-1

39
40
41
42
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Youngtown - Sun city Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses

Exhibit
Surrebuttal Schedule C-2
Page 1
Witness: Burnham

Line

DLQL

Water/Sewer
Label Description Sun Citv Wastewater

Revenues

1

2

Revenues
Other Revenues

None
None

$

Oneratind Expenses

Salaries and Wages
Salaries and Wages
Office Supplies a Expense
Service Company Charges
Insurance - General Liability
Miscellaneous Expense
Depreciation Expense
Taxes Olher Than Income
Property Taxes
Income tax

1
e
7

10
8
g
3
2
4

Adjust to Actual 2002 Wages
Adjust to Actual 2002 Wages (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Service Company Charges
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Depreciation Expense
Adjust 2002 PR Tax based on Actual Wages
Property Tax Calc
NA

$ (19,206)
(31,1 16)
(51,101)
(8,046)
(2,496)

414
4.o91

(1,805)
(1.695)
34,158

3
4
5
6
7
8
9
10
11
12
13
14
15
i s

Total Operating Expenses
Operating Income

$
s

(76,802)
76,802
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Youngtown - Sun city Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Surreburtal Schedule C-2
Page 2
Witness: Burnham

Protected Salaries a. Wases and Related Expenses

Actual 2002 Wases and Salaries
601 Salaries a. Wages

Amount
s 69,343

Direct Filing Proposed Wanes and Salaries
601 Salaries s. Wages 88,549

Increase (Decrease) $ (19,206)

Line
No.

1
2

3

4
5
B
7
8
9
10
11

12
13

Adjuslmeni to Revenues and/or Expenses s (19,206)
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Num Ber 2

Exhibit
Surrebuttal Schedule C-2
Page 3
Witness: Burnham

Protected Salaries 8. Wases and Related Expenses

PR Taxes Based on Actual 2002 Wases an
408 Taxes Other Than Income

Amount
s 5,949

Direct Filing Proposed PR Taxes
408 Taxes Other Than Income 7,754

Increase (Decrease) $ (1,805)

Line

u
1
2

3

4
5
6
7
8
g
10
11

12
13

Adjustment to Revenues and/or Expenses s (1,805)
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 3

Exhibit
Surrebuttal Schedule C~2
Page 4
Witness: Burnham

Depreciation Expense

Account
No. Original Cost Rate

Depreciation
Expense

301 .00
302.00
30300

$ 0.00% $
000%
0.00%

Description
Intangible
Organization
Franchises
Miscellaneous intangibles
Subtotal Intangible $

122,373
6,132
9,627

138,132 s

$6,565
53,532

453
1 ,338

2,575 65

1 ,503

291
30
6

310.00
311.00
312.00
313.00
314.00
315,00
315.00
317.00
318.00
319.00
321.00
322.00

Treatment & Discharge
Land and Land Rights $
Structures and Improvements
Preliminary Treatment
Primary Treatment Equipment
Secondary Treatment Equip re
Tertiary Equipment
Disinfection Equipment
Effluent Lift Station E
Outfall Line
Sludge, Treatment & Distribution
influent Lift Station
General Treatment Equipment
Subtotal Treatment & Disc ha $

0.00%
2.50%
0.00%
0.00%
2.52%
0.00%
0.00%
2.00%
2.00%
2.50%
2.00%
2.00%

178
18,743
83,840 $

4
375

1.818

$
350,713

1 229,723
12,384,369
1,300,265
2.307,454

7,014
103,297
252,641
26,916
47,072

340.00
341 .00
342.00
343.00
344.00
345.00
348.00

Collection and Influent
Land and Land Rights $
Structures and Improvements
Collection System Lift
Collection Mains
Force Mains
Discharge Services
Manholes
Subtotal Collection and Infly S

0.00%
2.00%
8.40%
2.04%
2.07%
2.04%
2.03%

17,572,525 s 436,940

s s389.00
390.00
391 .of
391 .10
392.00
393.00
394.00
395.00
396.00
397.00
398.00

General
Land and Land Rights
Structures and Improvements
Office Furniture and Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop and Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Subtotal General

0.0o%
1.aa%
4.55%
4.55%

25.00%
3.92%
4.14%
ai71%
5.14%

10.28%
4.98%

s

1 _10a
750,473
365,090
287,585
408,123

6,523
93,334
29,565
27,169

164,710
59,482

2,203,162 s

12,782
16,594
13,071

102,031
256

3,860
1.097
1 ,398

16,928
2.962

170,978

(96,727) 3.06% (2,964)
in

Youngtown Plant '
ADFUC adjustment 3/95

TOTALS $ 19,900,933 $ 606.771

Tolleson Trickling Filter s 500,000 3.06% 15,320

Amortization of Deferred Regulatory Assets S 145,771 3.06% 4,466

$ 1,187,139 10.00%Less; Amortization of Contributions
Total Depreciation Expense s

(1 18,714)
507,843

Direct Filing Depreciation Expense 503,752

Increase (decrease) in Depreciation Expense 4.091

Line

No
1

2

3

4

5

6
7
8

g

10

11

12
13
14
15
16
17
18
19
20
21
22
23
24

25
26

27
28
29
30
31
32
33
34

35
36
37
ea
39
40
41
42
43
44
45
46
47
48

49

50
51
52
53
54
55

56
57

58

59

60

61

62

53

64

65

66

67

Adjustment to Revenues andlor Expenses $ 4,091
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Young town - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 4

Exhibit
Surrebuttal Schedule C-2
Page 5
Witness; Burnham

Adiust Pronertv Taxes to Reflect Proposed Revenues:

$ 5,088,340
5,088,340
4,359,278

$4,845,319
$9,590,638

408,123

Surrebuttal Adjusted Revenues in year ended 12/31/01
Surrebuttat Adjusted Revenues in year ended 12131102
Proposed Revenues
Average of three years of revenue
Average of three year's of revenue, times 2
Add;
Construction Work in Progress at 10%
Deduct:
Book Vaiue of Transportation Equipment
Book Value of Transportation Equipment (proforma)
Total Book Value of Transportation Equipment $ 408,123

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 9,282,515
25%

2,320,629
7.618094%

Property Tax
Tax on Parcels

176,788

sTotal Surrebuttal Property Tax at Proposed Rates
Direct Filing Property Taxes
Change in Property Taxes $

176,788
178,483

(1,695)

Line
No.

1
2
3
4
5
B

7
B
9
10
11
12
13
14
15
16
17
18
19
20
21
Hz
23
24
25

26
27
2a

29
30

Adjustment to Revenues andlor Expenses s (1,695)
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Youngtown - Sun city Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 5

Exhibit
Surrebuttal Schedule C-2
Page 6
Witness: Burnham

Interest Svnchronization with Rate Base
Fair Value Rate Base
Weighted Cost of Debt from Schedule D-1
Synchronized Interest Expense
Tolleson Bond Interest Differential
Surrebuttal Synchronized interest Expense
Direct Filing Interest Expense
increase in Interest Expense $

$8,709,672
2.92%

253,974
129,029
383,003
405,468
(22,465)

Adjustment to Revenues andlor Expense 22,465

Line
No.

1

2

3

4

5

6

7

8

g

10

11

12 i
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 6

Exhibit
Surrebuttal Schedule C-2
Page 7
Witness: Burnham

Proiected Additional Expenses

Actual 2002 Salaries & Wages Expense (Corporate) $ 37,838

Direct Filing Proposed Adam<>nal Wages Expense (Corporate) 68,954

Increase (Decrease) in Additional Expenses $ (31,11GL

Line

1
2
a
4
5
B
7
8
g

10
11

12
13
14
15

Adjustment to Revenue andlor Expense $ (31,116)
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Youngtown - Sun City Wastewater
Test Year Ended December 31. 2001

Adjustments to Revenues And Expenses
Adjustment Number 7

Exhibit
Surrebuttal Schedule C-2
Page 8
Witness: Burnham

Proiected Additional Expenses

Actual 2002 Additional Office Expense (Corporate) $ 135,537

Direct Filing Proposed Additional Office Expense (Corporate) 186,838

Increase (Decrease) in Additional Expenses $ (51,101)

Line

1
2
3
4
5
6
7
8
9

10
11

12
13
14
15

Adjustment to Revenue and/or Expense s (51,101)
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Youngtown . Sun City Wastewater
Test Year Ended December 31. 2001

Adjustments to Revenues And Expenses
Adjustment Number 8

Exhibit
Surrebuttal Schedule C-2
Page 9
Witness: Burnham

Protected Additional Expenses

Actual 2002 Additional Insurance Expense (Corporate) $ 22,073

Direct Filing Proposed Additional Insurance Expense (Corporal 24,569

Increase (Decrease) in Additional Expenses s (2,496)

Line

NQ,
1
2
3
4
5
6
7
8
9

10
11

12
13
14
15

Adjustment to Revenue and/or Expense $ (2,496)
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 9

Exhaust
Surrebuttal Schedule C-2
Page 10
Witness: Burnham

Proiected Additional Expenses

Actual 2002 Additional Misc. Expense (Corporate) s 1 ,sea

Direct Filing Proposed Additional Misc, Expense (Corporate) 1 ,249

\increase (Decrease) in Additional Expenses $ 414

Line
NO

1
2
3
4
5
6
7
8
9

10

12
13
14
15

Adjustment to Revenue andlor Expense $ 414
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Young town - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses
Adjustment Number 10

Exhibit
Surrebutta! Schedule C-2
Page 11
Witness: Burnham

Service Comoanv Charges

Total 2002 Service Charges
Allocation Factor (4 Factor Formula)
Total Charges

s 4,981,460
01014

$ 505,120

$ 5,060,811
0,1014

Direct Filing Proposed Charges
Allocation Factor (4 Factor Formula)
Total Charges $ 513,166

Line
No.
1
2

3
4
5

6
7
8
9

10
11
12
13

14
15
15
17

Adjustment to Revenues and/or Expenses s (8,046)
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Revised Surrebuttal Schedule A-1
Page 1
Witness: ~Bumham

Line
No .

1
2

Fair Value Rate Base $ 22,014,473

Adjusted Operating Income 394,453

Current Rate of Return 1.79%

Required Operating Income
$ 1,654,608

Required Rate of Return on Fair Value Rate Base 7.52%

Operating Income Deficiency $ 1,260,155

Gross Revenue Conversion Factor 1.6286

Increase in Gross Revenue
Requirement $ 2,052,332

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

$

Customer
Classification
6/8 X 3/4 Inch Meter
1 Inch Meter
1.5 Inch Meter- Commercial
2 Inch Meter
Construction Water
Church
Golf Course
Private Fire
Public Authority
Miscellaneous Revenues

Total of Water Revenues $0 $0 $

33.14%
33.14%
33. 14%
33.14%
33.14%
33. 14%
33.14%
33.14%
33.14%
33.14%
33.14%
33.14%

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

33

34
35
36
37
38
39
40
41

SUPPORTING SCHEDULES:
Surrebuttal B-1
Revised Surrebuttal C-1
AA Rebuttal D-'I
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Income Statement

Exhibit
Revised Surrebuttal Schedule C-1
Page 1
Witness: Burnham

Line
No.

Direct
Test Year
Adjusted
Results Label Adjustment

Surrebuttal
Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

$ 6,079,671 $ 6,079,671 2,052,332 $ 8,132,003

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$
113,419

6,193,090 $ $
113,419

6,193,090 s 2,052,332 s
113,419

8,245,422

$ 1,148,174 1,6 996,813 996,813

7

10

1,416,410
17v413

540,349
429,053
93,641

909,428
e,a78

28,369
22

85,896 8

1 ,416,410
17,413

540,349
364,452
93,641

895,188
e,a7a

28,369
22

59,487

1 ,416,410
17,413

540,349
384,452
93,641

895,188
6,878

28,369
22

59,487

Operating Expenses
Salaries and Wages
Purchased Water
Purchased Power
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Service Company Charges
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - health and Life
Regulatory Commission Expense - Rate Case
Miscellaneous Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

24,525
300,122

1,004,528
62,065

150,785
(271 ,B92)

g

3
2
4

(151,361) $
. s
- s
_ s
- s

(64,501) s
- s

(14,259) s
- s
- s
- $

(6,409) $
- $

s
342 $

3,165 $
688 $

(11,004) $
116,312

24,525
300,464

1,007,693
62,753

139,781
(155,580)

$

s
$

s
$

$
s

$
$
s

s
$
$

$
$

$
$
$

24,525
300,464

1 ,007,693
62,753

139,781
635,597

s
s

5,925,765
267,326

$
$

(127,127)
127,127

$
s
s

5,798,637
394,453

$
$

$
52,052,332

6,590,814
1,354,508

(699,837) 5 57,895 (641,942) (641 ,942)

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
GainlLoss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

$ (699,837)
$ (432,512)

s
s

57,895
185,023_

s
s

(641,942) s
(247,489) s 2,052,332

$
s

(641 ,942)
1,012,668

1

2
3

4
5

e
7
8
g

10
11
12

13
14
15
16
17

18
19
20

21
22
23
24

25
26
27
28

29
to
31

32
33
34
35

36

37
38
39
40

SUPPORTING SCHEDULES:
Revised Surrebuttal C-2

RECAP SCHEDULES:
Revised Surrebuttal A-1
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Youngtown - Sun City Water
Test Year Ended December 31, 2001
Summary of Surrebutial Adjustments

Exhibit
Revised Surrebuttal Schedule C-2
Page 1
Witness: Burnham

Line

_

Water/Sewer
Label Description Sun Citv Water

Revenues

1

2

Revenues
Other Revenues

None
None

s

Qperatinq Expenses

Salaries and Wages
Salaries and Wages
Office Supplies 8- Expense
Service Company Charges
Insurance - General Liability
Miscellaneous Expense

Depreciation Expense
Taxes Other Than Income
Property Taxes
Income tax

1
e
7
10
8
9
3
2
4

Adjust to Actual 2002 Wages
Adjust to Actual 2002 Wages (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Service Company Charges
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Depreciation Expense
Adjust 2002 PR Tax based on Actual Wages
Property Tax Calc

NA

$ 35,338
(186,699)

(64,601)
(14,259)
(6,409)

342
3.165

SSB
(11.004)
116,312

3
4

5
s
7
8

9
10
11

12
13
14
15
16

Total Operating Expenses
Operating Income

$(127»127)
$ 127,127
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Youngtown - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 4

Exhibit
Revised Surrebuttal Schedule C-2
Page s
Witness: Burnham

s 6,193,090
5,193,090
8,245,422

$6,877,201

$13,754,402

579,346

5 579,346

$ 13, 175,056
25%

3,293,764
7.205292%

237,325
154

$

$

237,479
248,483
(1 1 ,004)

Line
No.
1 Adiust Prooertv Taxes to Reflect ProDosed Revenues:
2
3 Surrebuttal Adjusted Revenues in year ended 12/31/01
4 Surrebuttal Adjusted Revenues in year ended 12/31/02
5 Proposed Revenues
6 Average of three yea\*s of revenue

7 Average of three year's of revenue, times 2
8 Add:
9 Construction Work in Progress at 10%
10 Deduct:
1 1 Book Value of Transportation Equipment
12 Book Value of Transportation Equipment (proforma)
13 Total Book Value of Transportation Equipment
14
15 Full Cash Value
16 Assessment Ratio
17 Assessed Value
18 Property Tax Rate
19
20 Property Tax
21 Tax on Parcels
22
23 Total Surrebuttal Property Tax at Proposed Rates
24 Direct Filing Property Taxes
25 Change in Property Taxes

25
27
2B Adjustment to Revenues and/or Expenses

29
so

$ (1 1,004)



*

n

*

Youngtnwn - Sun City Water
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 7

Exhibit
Revised Schedule C-2
Page 8
Witness: Burnham

Protected Additional Expenses

Line
M
1
2
3
4
5
6

Actual 2002 Additional Office Expense (Corporate) $ 222,069

Direct Filing Proposed Additional Office Expense (Corporate) 286,570

Increase (Decrease) in Additional Expenses $ (64,601)

8
g
10
11

12
13
14
15

Adjustment to Revenue and/or Expense s (54,601)



Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Revised Surrebuttai Schedule A71
Page 1
Witness: Burnham

Line

No .
Fair Value Rate Base $ 8,709,672

Adjusted Operating Income 1,096,396

Current Rate of Return 12.59%

Required Operating Income $ 654,619

Required Rate of Return on Fair Value Rate Base 7.52%

Operating Income Deficiency $ (441 ,777)

Gross Revenue Conversion Factor 1.6286

Increase in Gross Revenue
Requirement $ (719,494)

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

$

Customer
Classification
5/8 X 3/4 inch Meter
1 Inch Meter
1.5 Inch Meter- Commercial
2 Inch Meter
Construction Water
Church
Golf Course
Private Fire
Public Authority
Miscellaneous Revenues

Total of Water Revenues $0 $0 $

-14,14%
-14.14%
-14.14%
-14.14%
-14.t4%
_14.14%
-14.14%
-14.14%
-14.14%
_14.14%
-14.14%
-14.14%

1

2

3
4

5
6
7

8
g
10
11

12
13
14

15

16
17

18
19

20
21

22
23

24
25

26
27
28
29

30
31

32

33

34
35
36

37

38
39
40

SUPPORTING SCHEDULES:
Surrebutta\ B-1
Revised Surrebuttal C-1
AA Rebuttal D-1
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Youngtown _ Sun City Wastewater
Test Year Ended December 31, 2001

II'\CDME Statement

Exhibit
Revised Surrebutial Schedule C-1
Page 1
Witness; Burnham

Line
No.

Direct
Test Year
Adjusted
Results Label Adjustment

Surrebuttal
Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

$ 5,0B5,481 $ 5,085,481 (719,494) $ 4,365,987

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$
2,s5s

5,088,340 $ $
2,859

5,088,340 s (719,494) $
2.859

4,368,846

s 157,504
992,447

1 ,510

1.6 (50,322) $ 107,182
992,447

1.510

$ 107,182
992,447

1,510

105,596 105,696 105,696

7 (41,655)179,039
3,123

513,156 10 (8,046)

137,384
3.123

505,120

137,384
a,12a

505,120

21 v265 21,265 21,265

26,009 8 (2,496) 23,513 23,513

g
3

2
4

414
4,091

(1,805)
(1,574)
30,455

s
s

20,150
145,130
503,752

7,754
178,483
389,754
818,091

4,062,871
1 ,025,469

s
$

(701927) $
70,927 $

20,150
145,544
507,843

5,949
176,909
420,219
818,091

3,991 ,944
1 ,096,396

s . $
s (719.494> s

20v150
145,544
507,843

5,949
176,909
142,503
818,091

3,714,227
654,619

(405,468) 5 (22,465) (427,933) (427,933)

1
2
a

4
5

6
7

8
g

10
11
12

13
14
15
i s
17

18
19
20

21
22
23

24
25

25
27
28
29
30
31
32

33
34

35
as
37
38

Operating Expenses
Salaries and Wages
Purchased Wastewater Treatment
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Sen/ice Company Charges
Water Testing
Rents
Transportation Expenses
Insurance .. General Liability
Insurance - Health and Life
Regulatory Commission Expense - Rate Case
Miscellaneous Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
Income Tax
Tolleson Wastewater User Fees

Total Operating Expenses
Operating Income
Other income (Expense)

interest income
Other income
interest Expense
Other Expense
GainlLoss Sale of Fixed Assets

Total Other income (Expense)
Net Profit (Loss)

s
_s

(405,468)
. 620,001

$
$

(22,465) $
48_463 s

l

(427.933) s _ $
6e8,4e4 s (719,494) $

(427,933)
226,686

39
40
41
42

SUPPORTING SCHEDULES;
Revised Surrebuttal C-2

RECAp SCHEDULES1
Revised Surrebuttal A-1
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues and Expenses

Exhibit
Revised Surrebuttal Schedule C-2
Page 1
Witness: Burnham

Line

89;
Water/Sewer

Label Description Sun Citv Wastewater
Revenues

1

2

Revenues
Other Revenues

None
None

$

Oneratinq ExDenses

3
4

Salaries and Wages
Salaries and Wages
Office Supplies 8. Expense
Service Company Charges
Insurance - General Liability
Miscellaneous Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
Income lax

1
e
7

10
8
9
3
2
4

Adjust to Actual 2002 Wages
Adjust to Actual 2002 Wages (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Service Company Charges
Adjust to Actual 2002 Additional (Corporate)
Adjust to Actual 2002 Additional (Corporate)
Depreciation Expense
Adjust 2002 PR Tax based on Actual Wages
Property Tax Calc

NA

$ (19,206)
(31 ,1 16)
(41 ,555)
(8,046)
(2,496)

414
4,091

(1 ,805)
(1 ,574)
30,465

s
6
7
8
g
10
11
12
13
14
15
1e

Total Operating Expenses
Operating Income

$
s

(70,927)
70,927
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Youngtown - Sun city Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 4

Exhibit
Revised Surrebuttal Schedule C-2
Page 5
Witness: Burnham

Line
No.

Adjust Prooertv Taxes Io Reflect Proposed Revenues:

$ 5,088,340
5,085,340
4,358,846

$4,848,508
$9,597,017

408,123

Surrebuttal Adjusted Revenues in year ended 12/31/01
Surrebuttai Adjusted Revenues in year ended 12/31/02
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Add:
Construction Work in Progress at 10%
Deduct;
Book Value of Transportation Equipment
Book Value of Transportation Equipment (proforma)
Total Book Value of Transportation Equipment $ 408,123

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 9,288,894
25%

2,322,223
7.618094%

Property Tax
Tax on Parcels

176,909

Total Surrebuttal Property Tax at Proposed Rates
Direct Filing Property Taxes
Change in Property Taxes

s 176.909
178,483

s (1 ,574)

1
2
3
4
5
e

7
8
g
10
11
12
13
14
15
i s
17
18
19
20
21
22
23
24

25

26
27
28

29
30

Adjustment Io Revenues andlor Expenses
$ (1 ,574)
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Youngtown - Sun City Wastewater
Test Year Ended December 31, 2001

Adjustments to Revenues And Expenses
Adjustment Number 7

Exhibit
Revised Surrebuttal Schedule C-2
Page 8
Witness: Burnham

Proiecied Additional Expenses

Actual 20o2 Additional Office Expense (Corporate) s 144,983

Direct Filing Proposed Additional Office Expense (Corporate) 186,638

Increase (Decrease)* in Additional Expenses
$ (41,855)

Line

L E
1
2
3
4
5
e
7
a
g

10

11

12
13
14
15

Adjustment to Revenue andlor Expense
$ (41 ,655)
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DOCKET NO. \V,0 I03"A-0()-0!9'z ET AL.

I RUCO was also critical oF Arizona-Americanls failure to assume all al' Citizens' lDRBs.

2 As slated, Arizona-American will assume certain IDRBs. which total approximately S 10.6
'a
J million. The IDRBs that '.vill e assumed constitute low-cost capital. The average COSI of Lhe

4 IDRBs that will be assumed by Arizona-American was 3.55 percent per annum during 1999.

5 RUCO believes the! there may be three additional Citizens bond issues, representing low~cost

6 capital, thaLwllI not be assumed in connection with the transaction.

7sz AFIZOHB-AMEf}CZ*lII1, in its testimony, has acknowledged that other bonds have been issued

8 by Ci t i zens. The evidence md 1cales however. that in contrast [O the. IDRBs that wi l l  be

9 assumed, flue other bonds would require unanimous consent from all bond holders in order ro be

10 assumed, which would be administratively ditcH<:ull. if not impossible, to accomplish welkin the

l  I time I`r:1me of' the Lransacllon. The additional costs no Arizona-American (O replace [h€S.c3 low-

12 cost IDRBS with zxllernative l`orms of Glancing was mol ascertained.

13 We- find that ii would mol be l`easible.for Arizona-American Lo assume the remaining

14 bonds and it would not be reasonable to impute these bonds lo Arizona~American's capital

.I 5 structure. The remaining bonds will continue lo be an obligation of Citizens andwvill continue to

16 be .included in Citizens` capital structure in its ongoing telecommunications business.

17 Finally, RUCO recommends that authorization of the transaction be made contingent on

19 Acquired Assets, or approximately $35 million, in acquisitions and capital improvements of

18 g Arizona~America.npledging to invest not less than 15 percent of the purchase price for the

20 "resource stressed" water and for wastewater utilities in Arizona. These acquisitions and capital

21 improvements would have to be made within 72 moths from tae date on which the Commission

22 approves the transaction.

23 The Commission recognizes that there are small water and wastewater utilities in Arizona

24 that may need technical and financial assistance. Indeed, the Commission has provided such

25 assistance to small water and wastewater utilities through workshops and the development of

126 policies aimed al improving their financial viability. However, Ir is not reasonable to compel a

000 l97O&O DEcls1on NO,___p 3 5 8 4
l'a



DOCKET NO. W-0l032A»00-0 i9Z ET AL.

I prlvale: utilety ro spend in excess M 335 million to solve these problems, nor is in clear that the

2 Commission has the authority to do so.

.5 Arizona-Americian has indicated i ts wi l l ingness to work with the Commission in

4 developing solutions lo service problems ,being experienced by small, troubled utilities,
By

l [O

7 'circumstances warrant, lo seriously consider acquiring these systems or otherwise prov ide

5 virtue of acquiring Citizens' systems in Arizona, Arizona-American will be in closer proximity

5 a number of  these systems. and the Commission would expect Arizona-American, as

8 technical or financial assistance. For these reasons. we do not believe it is appropriate to impose

9 such a mandate on Arizona-American.

* 4 *if * *10 * is 4= * =i'

l I Havir\Q considered the entire record herein and being Fully advised in the premises, the

I 2 Commission Finds, concludes, and orders that:

13 FINDINGS OF FACT

14 Pursuant lo authority granted by the Commission, Citizens provides public water,

15 wastewater, electric, natural gas aNd telecommunications services in varloLis pans of Arizona.

16 2. Pursuant no authority by the Commission, Arizona-American. a wholly owned

17 subsidiary of AWW, provides public wal€r service to approximately 4,600 customers in the

18 Town of Paradise Valley, the City of Scottsdale and in cenairi unincorporated partions of

19
1

Maricopa County, Arizona, Arizona-American is presently classified as a Class. B water utility.

20 3.

21

22

On March 24, 2000, Ci t izens and Arizona-American f i led an Appl icat ion

I requesting approval of the sale and transferor Citizens' water and wastewater utility assets in

,Arizona together with the transfer of Citizens' Certificates to Arizona-American.

23 4. RUCO and the AUIA were granted intervention in this Docket.

7.4 5.

25

Public notice of the Application and hearing thereon was published in various

newspapers throughout Arizonawithin and in the vicinity of Citizens' and Arizona-American's

76 cerlif lcaled service areas.

00019"0.§;O
DECISION NO. 4 33096
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DOCKET NO. \V_0 I037A_00-0I97 ET AL

1 6. Customers of CilizenS were also notified of the Application by means of a written

2 Ibo mses.

1
J 7. Citizens current business strategy is [O focus on the provision of
4 lelecommumcalion services and Lo expand its telecommunications subsidiaries` .operations

5 through the acquisition of wire centers and access lines from other providers, primarily in rural

6 areas.

7 8. In the~ furtherance of  this business sIrateo 1, Citizens is selling its water,

8 \v:tste\val€r, €[€Cl(1C and natural gas utilities and applying the proceeds Lo Finance acquisitions

9 and other business activities in the telecommunications industry.

10 9. A\V\V and its subsidiaries. including Arizona~American. are the largest privately

l  I owned v.al€r uulilx. SYSIeM m the United States. providing water, wastewater and other water

12 resource management services lo approximately three million customers in 23 states.

13 IO. A W w is financially sound, and has the andexperience, expertise l'€soLl1'c€s IO

l 4 assume and perform Citizens' public service obligations.

15 1 I On October 15, 1999, Citizens, Arizona~American and AW\V entered into .an

16 asset purchase agreement under which Arizona~American will acquire all of the water and

17 wastewater utility assets together with the requisite Certificates held by Citizens in Arizona.

18 12. Arizona-American wtII pay a purchase price of approximately $231 million which

19 includes the assumption of approximately 310.6 million of existing debt in the form of

20 outstanding IDRBs. The purchase price is subject to adjustment either higher or lower based on

21 plant additions and relirements occurring after June 30, 1999.

77 13. Arizona-American will finance the transaction through a combination of debt and

23 equity, resulting in Arizona-American having a capital structure of 55 to 60 percent debt and 45

24 to 40 percent common equity. This debt to equity ratio is comparable to the capital structures of

25 most large, publicly-traded water utilities.

26

0001920&;
DECISION NO. 4358
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DOCKET NO w_0 l032A-00_019° ET AL.

l 14. SlatT is recommending £ha1 the Applicalfon be approved for the sale and transfer

2 of Citizens' water and wastewater utility assets including the Certificates to Arizona-American

-a
. J subject to the following condiliohs:

4 that any decision on the rate making treatment of acqLlisitlon adjustment.

5

an
deferred taxes, excess deferred taxes and investment Lax credlLs be deferred until a
.future rare proceeding,

6

7

that if recovery of any acquisition adjustment is authorized in the future it should
be based on Arizona-American's ability Lo demonstrate that clear, quantifiable
and substantial net benefits have been realized by ratepayers in the affected areas.
which would not have been realized had the transaction not occurred,

8

a
9

10

Staff should review the data and. if necessary, make
l l

that Arizona-American file, 30 days after the Iirsl anniversary of the transaction,
report which compares the number or` complaints received by the Commission
under Citizens' ownership and Linder Arizona-Amerrcanls ownership and provide
an explanation of any siQnitlicani changes in the number and importance of the
complaints received - a
recommendation Io the Commission of any further action lo be taken

L

I 2

13

that an imputation of the benefits related to AIAC and CIAC received by Arizona-
American should be made in subsequent rate proceedings for each former
Citizens system as recommended by Staff in its direct testimony;

14

1 5

that Arizona-American shall be required to secure prior Commission approval of
any amendments to, or transfers of agreements relating lo the purchase of water,
such as Citizens' CAP water subcontracts, and

16

17

that Arizona-American shall charge ratepayers for services based on the rates,
charges, and service tariffs in effect al the time of closing in. each Citizens service
territory, until such time as Arizona-American files general rate Proceedings for
each service territory.

18

19 15. On September 26, 2000, Staff Sled the Agreement that is marked Exhibit A. The

20 I Agreement resolves all issues relating to the temls and conditions under wlllch the Acquired

21, I Assets may be sold and transferred lo Arizona-American.

22 16. In the Agreement, Arizona-American acknowledged than it will follow Staff 's

23 recommendations iflhey are adopted by the Commission.

24 17. While RUCO did not oppose the treatment at the acquisition adjustment in a

25 future rate proceeding, it neither joined in signing the Agreement nor sueaesled a workable

26

000191084; DECISION NO. 43584
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DOCKET NO. W_0 I{)_;'7A.00_0 I QS ET AL.

J

1 aiiemative approach no that agreed upon by Arizona-American and Staff in the Agreement in this

2 'instance based on oLlr prior treatment of similar transactions,

1
_) IS. Arizona-American is a Et and proper entity to acquire Citizens' utility assets and

4 Cemficares and to assume Cxtnzrns pubic S€('VlC€ oblxgallons for the operalxon of the uulnty

5 systems nm Arizona.

6 19. Staff and Arizona-American believe that the approval of the Agreement attached

7 hereto as Exhibit A is in the public interest.

8 20 Based on our review of the evidence, Staffs recommendations in Findings oF Fact

9 No. 14 and the Agreement are reasonable and in the public interest. Therefore, the transfer of

10 Cozens waler and wasIe\val€r utility assets and Cerritkales to Arizona-Americzin should be

1 I approved

12 CONCLUSIONS OF LA\V

13
1. Citizens and Arizona-American are publ ic serv ice corporations within the

14

l 5
meaning ofIArLicle XV of the Arizona Constitution and A.R.S. §§ 40-281, 401282 and 40-285.

16 7. The Commission has jurisdiction Over. Citizens and Arizona-American and over

17 the subject matter of the Application. *

18 "1
J . Citizens and Arizona-American provided notice of this proceeding in accordance

19
with the law.

20
4. There is a conurxumg need for public water and wastewater serv ice in the

2 l

certifkaled service areas of Cilizens :

77

23 5. Arizona-American is a fit and proper entity to receive the Certificates of Citizens.

24 6 . The Application of  Citizens and Arizona-American, the Agreement and the

25 conditions recommended by Staff in Findings of Fact No. 14 should be approved.

26

000 l91o&o
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DOCKET NO. W~0!03;A~00_0192 ET AL

f

l ORDER

2 IT IS THEREFORE ORDERED that the loins Application for Approval to Transfer the

'w
J

4

5

6

I Assets and Certificates oi`Convenience and Necessity of Citizens Utilities Company, now known

I as Citizens Communications Company, together with its. Agua Fria Water Division, .Mohave

I W ater Division.  Sun Ci ty W ater Company. Sun Ci ty Sewer Company, Sun Ci ty W est Ut i l i t ies

| Company, Citizens Water Services Company ofIArizona, Citi;ens Water Resources Company of

7 Arizona, Havasu Water Company and Tubzzc Valley Water Company. to Arizona~American

8 Wnlér Compnnv be. and is hereby. approved.

9 [T IS FURTHER ORDERED ital Arizona-American Waler Company shall comply with

10 the terms, conditions and requirements as ser forth in the Staff Settlement Agreement, attached

l I hereto as Exhibit A. and with Staffs recommendations in Findings of Fact No. 14 hereinabove.

I2 [T [S FURTHER ORDERED that Arizona-American Water Company shall Gin, within

13 30 divs from the dale on which the acquisition has been completed, with the Director f i f e

14 Commission's Utilities Division, appropriate documentation evidencing its acquisition at' the
1:

l 5 Citizens Utilities Company now knowns Citizens Communicalions Company's Arizona water

16 and wastewater ulxixl)-' asst:Ls.

17 IT IS FURTHER ORDERED than Arizona-American Water Company 5hall notify its

18 ( customers of the effective date of the transfer of the utility assets and of its assumption of the

19 I obligation to provide water and wastewater utility services at the existing rates by means of an

20 l insert in its first regular monthly billing or by other appropriate means imrnediatelytIOllowing the

l date it tiles the documentation with the Director ollthe UtilitiesDivision.21

22 IT IS FURTHER ORDERED that Arizona-American Water CQmpany shall file, within

73 15 days of the dale it files t.he documentation with the Director of the Utilities Division, a copy

24 [Qr the Monica it prov.id6:s its customers.

25

26

000l910&O DEClSlON NO. 63584
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UOCKET NO. W-0l03°A-00-0l97 ET AL.

\ IT IS FURTHER ORDERED that Arizona~American Water Company shall continue Lo

2 charge the existing rates and charges of the transferred utility companies until further Order by

'l
_) the Commission,

4 IT IS FURTHER ORDERED that Arizona-American Water Company shall continue to

5

6

file all periodic reports, and comply with all outstanding compliance matters previously required

ofICttizens Utilities Company, now known as Citizens Communications Company relative to the

7 I acquired water and waslewuier operations.

8

9 I and records for the transferred Liiilily companies for a period otl5 years from the effective dare of

10 lrhis Decision.

IT IS FURTHER ORDERED that Citizens Utilities Company shall maintain its books

`\

I l IT IS FURTHER ORDERED that this Decision shall become effeciivé immediately.

12 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

13 /
14 g .r.

CHAIRMAN CMMISSIONER COMMISSIONER15

16 / ' WHEREOF,
Executive

I BRIAN C. McNEIL,

17

18 Phoenix,
2001

this 9 % day ob

19

I WITNESS ,
Secretary of the Arizona Corporation

Commission, have hereunto set my hand~and caused the
official seal of the Commission no be affixed al the Capitol
in th 8C /of

1

20

21
I " .B;€1An c.6nE1L ,
EXECUTL E SECH =TARY

22 /

23
DISSENT'

24

25

26

0001920&O
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DOCKET NO. W-0l037A_00~0 194 ET AL.;

E
I

7

I ISERVICE LIST FOR:

DOCKET NOS.:

CITIZENS COMMUNICATIONS COMPANY
ET AL.

;
I
4

F

I
I

~I
_)

4

W-0 I 037A-00-0l 92: W-0 l032B-00-0l92, W-
0I032c-00_0192, S-02276A-00-0I92, ws-
02334A-00_0192,. WS-03454A-00-0192, ws-
03455A-00-0I92, w_020I3A_00-0I92, W-0I 595A-
00-0192; and W-01 303A-00-0192

Ii
5

6

x

x

7

8

Michael M. Grant
GALLAGHER & KENNEDY
2575 East Camelback Road
Phoenix, Arizona 850 I6-9225
Attorneys for Citizens Communications
Company, et al.

9

10

I I

Norman D. James
FENNEr»~1ORE CRAIG .
3003 N, Central Avenue, Suite 2600
Phoenix, Arizona 85012-29 I 3
Attorneys t`or Arizona-American Water Company l

12

13

Waller W., Meek, President .
Arizona Utility Investors Association
p. o. Box 34805
Phoenix, AZ 85067I 4

l 5

16

Christopher C. Kempley, Chief Counsel
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washington

17 , Phoenix, AZ 85007

Utilities Division
18 I Deborati Scott Director

19 I ARIZONA CORPORATION COMMISSION
1200 West Washington .

20 D Phoenix, As 85007

2 1 1
'77

23

Daniel W. Pozefsky
SLaflIAuomey

. Residential Utility Consumer Office
Suite 1200

I 2828 North Central Avenue
Phoenix, AZ 35004

24

75
3U99-U035/'S')8"96

26
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1 [CARL J. KUNASEK
CHAIRMAN

2 IJIM IRvin
COMMISSIONER

3 IVV1LLIAM A. MUNDELL
COMMISSIONER

4

5
BEFORE THE ARIZONA CORPORATION COMMISSION

IN MATTER OF THE JOINT _ .
CITIZENS UTILITIES DOCKET NOS-

COMPANY, WATER

COMPANY, 'MOHAVE DIVISION

w_o1 o32A-0o- 0192
W-010328yOO- 0192
w-o1 o32c:-oo_ 0192
S-O2276A-OO- O192
vvs-02334A-00-0192
vvs-03454A-00-0192
WS-03455A-00-0192
w-02013A_oo_ 0192
V~/-O1595A-OO- 01 92
\v-01303A_oo_ ow 92

91
ml
111
ml INC.,

I
13
14 I
15 I

THE
6 IAPPLICATIQN OF

. A<3uA FRIA
7 Imvlsuom OF CITIZENS UTILITIES

WATER
8 I OF CITIZENS UTILITIES COMPANY; SUN

CITY WATER COMPANY; SUN CITY
SEWER COMPANY, SUN. CITY .WEST
UTILITIES COMPANY; CITIZENS WATER
SERVICES COMPANY OF ARIZONA;
CITIZENS WATER RESOURCES
COMPANY OF ARIZONA; HAVASU
WATER COMPANY AND TURAC VALLEY
VVATER COMPANY, FOR
APPROVAL OF THE TRANSFER OF THEIR

IWATER AND WASTEWATER UTILITY
ASSETS ANO THE TRANSFER OF THEIR
CERTIFICATES OF PUBLIC CONVENIENCE
AND NECESSITY TO ARIZONA-
AMERICAN WATER COMPANY ANO FOR
CERTAIN RELATED APPROVALS.

SETTLEMENT AGREEMENT BETWEEN
ARIZONA CORPORATLON

COMMISSION STAFF AND ARIZONA-
AMERICAN WATER COMPANY

16

17

18. its Fria

19

20

21

22 and

23

" Citizens" )

with the Arizona Commission

24

25

26

On March 24, ZOOO, Citizens Utilities Company (now known as Citizens'-

l Communications Company), Agua Water Division, its Mohave Water

Division, Sun City Water Company, Sun City Sewer Company, Sun City West.

fUtilities Company, Citizens Water Services Company of Arizona, Citizens Water

]Resources Company of Arizona, Havasu W.ater Company and Tubae Valley Water

Company (collectively, Arizona-American Water Company

i("Arizona-Ameri<:an") , filed Corporation

i("Commissiorl") a joint application for the approval of  the sale and transfer of

'Cit izens water and W astewater uti l ity plant, property and assets in Arizona,

including of andtransfer Citizens' certificates of convenience necessity

FEHHEMQRE CRALC PHX./NIAMES/II09l26.If7]2l-1.021
Arian-:va A\' L.

Ynauul

I DECISION NO. é  3  5 8 9"
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Docket NO. w_0l032A~00-0192 Et al.
, -I

I

2

("Certificates"), to Arizona-American pursuant to A.R.S. § 40-285.

The Commission's Utilit ies Division Staf f  ("Staf f ") has investigated the

3 application and has recommended that the applicat ion be approved by the

4 Commission, subject, however, to certain conditions and requirements, v.'I1ich are
|

\

5

6

set forth in ti-me Direct Testimony of Linda A. Jaress, filed in this docket on August

Arizona-American has14, ZOOO, at pages 18-19 ("Staff Re<:ommendations"),

7 indicated that it is willing to accept the Staff Recommendations, With the exception

8 of the recommendation that Citizens' advances in aid of construction ("AlAC") and

9 contributions in aid of construction ("ClAC") be imputed to Arizona-American.

10 F(,p
~s entatve

S

of Staff and Arwone-Am-ric3m h==ve load discussions

l 1 concerning the matters in dispute with respect to the application and have reactived

12 a settlement. Time purpose of this Settlement Agreement is to memorialize the

13 agreement that has been made by and .arhong Staff and Arizona-Ameriéan, w}'1ich

14 resolves all areas of disagreement relating to the terms and conditions urfder which

15 Citizens' Arizona water and wastewater assets and Citizens' Certif icates may be

16 transferred to Arizona-American.

17 1. AIAC lmoutation; Amortization. As of December 31,T999, Citizens"-

Citizens' AIAC balance as of the date on which

Such imputation

The total amount of AIAC imputed will be

18' 1 AlAc balance was.$8.0,818,669.

19 ]Citizens' water and wastewater assets and Certificates are transferred to Arizona...

20 American and Arizona-American becomes responsible for the provision of water

21 land wastewater services will be imputed to Arizona-American.

.22 shall be solely for rate making purposes.

23 adjusted as more par titularly provided below.

24 'amortized below the line (Lei, no impact on expenses) over a period of 6.5 years,

25 with the amortization period beginning on the day on which the transfer takes

26 place.

The adjusted amo Lu1LQf AIAC will be

Fs:4ns>4oxsCnLm<: PHX/NIAMEJS/Il09l26.l/7324-¥.0"l
Arian-¢vIAr L. 4
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I Dc§r:k8t; No- W-01032A~00_0192 Et a

1 2. CIAC lmmutationj Amsrtizaxion. As of  December 31, 1999, Citizens'

2

3
E
I
!

¥cIAc balance was $.4,734,430. Citizens' CIAC balance as of the date on which

3 Citizens' water and wastewater assets and Certificates are transferred to Arizona-
I

4 g American and Arizona-American become responsible for the provision of water and

5 wastewater services will also be imputed tO Arizona-American. Such imputation

6 shall be solely for rate making purposes.
|
\ The total amount of CIAC to be imputed

ba

»-»

~J Adiusirrem to Rezord l 83\:f'~_{2&3. Tn-8 arnourlts of

Arm amount equal to f ive percerzi (5%) of

7 l to Arizona-American will also be adjusted as provided below- The adjusted CIAC

balance imputed to Arizona-American will be amortized above the line (i.e., as

9 l reduction to depreciation expense) over a period of lO years, with the amortization

10 period beginning on the day on which the transfer takes place.

i i  l Al./AC and ClAC -

jg I AIAC and CIAC to be imputed to Arizor\a-American for rate making purposes will be

13 1 based on the actual balances shown on Citizens' regulatory books as Of the date of

IN l the transfer, adjusted as follows:

15 l Citizens' AIAC balance at the time of the transfer will be reclassified as CIAC and

16 ladder to the ClAC balance, and the same amount will be deducted from Citizens'

17 AlAC balance in computing. the amounts to be imputed to Arizona~American for'-

18- l rate making purposes hereunder.

4. Arizona-American

as

19 Adcmtiori of Flemaininq Staff Fiecommerldatiohs.

.20 I agrees that Use Commission may adopt the remaining Staff Flecnommeridations,

21.1 set forth in the Direct Testimony of Linda A. Jaress.

5. Deferral of Déterminatiorn of Amortization Method. The parties agree

Arizona-American's request f o r  an accounting order IO establish the

25

26 6. Transfer in the Public Interest. Based on the foregoing agreements

22 \
z

23 that

24 i amortization method for any acquisition adjustment resulting from the transaction

I should be deferred antil a future rate case.

E
I
I
s

FENNEMOKE CRAKC
Arrn-¢v1ArL.

Yuan-\1

PH.X1T4).»\ME§/1 109126,1/7324-4.021
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1

2

3

4. the terms set forth` herein.

and understandings, Staff agrees that Arizona-American is a fit and proper entity to

acquire the Certificates and that .the Commission should authorize and .approve the

transfer of Citizens' Arizona water and wastewater assets to Arizona-American on

No additional terms, conditions or requirements are

5 necessary or appropriate.

6 7. Support and Defend. This Settlement Agreement will be introduced as

7 an exhibit during the hearing on the application, presently set for September 27,
9-.a

8 2ooo. Arizona-American and Staff will jointly request that the Settlement

9 Agreement be received into evidence, and agree to supper t and defend kiwis

10 Settlement Agreement and the transfer of Citizens' water and wastewater assets

1 I and the Certificates to Arizona-American arm the terms set for to herein as just

12 reasonable and appropriate based on the par titular circumstances presented in this

13 appHcaMon.

14 8_ Compromise; No Precedent. This Settlement Agreement represents a

15 compromise in the positions of the parties hereto. By. entering into this Settlement

16 Agreement, neither Staff nor Arizor1a~American acknowledges the validity .or

17

18'

19

20

21

I22

invalidity of any par titular method,.theory or principle of regulation, or agrees that'~

many method, theory o.r principle of regulation employed in reaching a settlement is

'appropriate for resolving any issue in any other proceeding, including without..

limitation) any issues that are deferred to a subsequent rate proceeding. Except as ...

specifically agreed upon in this Settlement Agreement, nothing contained herein

twill constitute a settled regulatory practice or other precedent.

23 9. Privileged and Confidential Negotiations. AII negotiations and other

relating IO this Settlement Agreement are privileged and24 'communications

25 lconfidentiat, and party 'bound

25 lnegc>tiat3cns, except to the extent expressly stated in iNfs Settlement Agreement.

no is by any position assumed during the

1

Fz>1HE>»lop.E Como PHX/NIAMES/II09l26.I/7324-L0"l
Arran-:v\ArL.~ _

]1qII'l1

~l ?
DECISION NO. 6 I 3 / 7
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I As such, evidence of statements that were made or other conduct occurring during

2 the course of the negotiation of this Settlement Agreement is not admissible in any

3 I proceeding before the Commission or a coir t.

1

4 l̀ o . Complete Agreement. This Settlement Agreement repressers the

5 There are no

6

7

I complete agreement of the parties with respect to its subject matter.

l understandings or commitments other than those expressly set forth herein.

DATED this Z N day of September, ZOOO.

8 l-AFiIZONA CORPORATION
COMMISSION STAFF

ARIZONA-AMERICAN WATER COMPANY

9

10

By: By:
1 1

12 Suite 2600

13

Steven M. Olea
Acting Director, Utilities Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Norman D. James
FENNEMORE CRAIG
3003 N. Central Aven ,
Phoenix, Arizona 85012-2913
AttorneyS for Arizona-American

Water'Company .
14

An original and 10 copies of the
15 foregoing was delivered this

day of September, ZOOO, to:
I

16
Docket Control
Arizona Corporation Commission
1200 West Washington

d.ay of

22

17 |

18, I Phoenix, As 85007

19 [ A copy of the foregoing
was delivered this

20 I September, 2000, to:

21 Karen E. Nolly .
Assis.tent Chief Administrative

Law Judge .
Hearing Division

23

24 i Phoenix, AZ 85OO7

I Arizona Corporation Commission
1200 West Washington

25

26

FENNEMORE CRAIG
Arr nu-lvl AYLAv

D-ouux
PHJUNJAMBM 1091 26.lf7]Z 41.0' x

DECISION no. 4  3 5 8 ° 7
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1

2

A copy of the foregoing
was tele copied/delivered and mailed tfwis
day of September, 2000, to:

i

3
_.._i

5

of4
v . ..
I ,

.¢= _.

. _ >~

1 :

.
7 .

5 J

6

7

Daniel w. Pozefsky
Staff Attorney . j
Residential Utility ConsurnerIQffice
2828 North Central Avenue
Suite 1200 .
Phoenix, AZ 85004
(602) 285-0350 .
Walter w. Meek, President .
Arizona Utility Investors Association
P; O. Box 34805

g Phoenix, AZ 85067
(602) 254-4300

9

10
»

2901 N. Central1 1

12

Craig A. Marks i
Associate Genera! Counsel .
Citizens Communications Corrioany

I Suite 1660 V
Phoenix, AZ 8501 2
(602) 265-341 5 J

\ \

i.1 3

14 By:

15

16

I

i
17 1.

18'

f19

20

2 1

22

23

24

25

26

FENHEMGKE CRAKJ
Ann-xv1 Ar L . -

1-nun

4 P9X/NJAMES/1 I 09I26.1773Z4-1.021
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Arizona-American W/'ater Company
19820 North ach Street, Suite 20] I Phoenix, Arizona 85024 I (623) 445-2400 I Fax (623) 445-2454

January 7, 2003

Daphene I. Green
Mayor
Town of Youngstown
12030 Clubhouse Square
Youngtown, Arizona 85363

SUBJECT: IRRIGATION WATER TARIFF

Maricopa Lake

Dear Mayor:

Earlier last months had the pleasure of meeting with Town Manager, Mr. Mark
Fooks, and Public Works Director, Hesse Mendez, to discuss Arizona~American Water
Company's (AAWC's) service to the Town o fYoungtown (the "Town"). O ne o f the
discussion points covered in our meeting concerned Maricopa Lake and the desire by the
Town to reduce its cost of water service by, among other things, changing service to a
lower cost irrigation water rate rather than the current convention of billing pursuant to
the general rate tariff While the water district serving the Town does in fact have in its
existing rate structure an irrigation water tariff, that rate is currently not available to the
Town's water accounts.

M

AAWC does not have the authority to change rates for services to its customers,
that power rests with the Arizona Corporation Commission. As you know, in November
2002, AAWC submitted applications for general rate increases for many of its water and
wastewater systems, including the district serving Youngtown. This general rate
proceeding provides an appropriate regulatory forum for the Town to request a revision
to the initiation water rate to allow it to cover service to the Town. The Town may do so
by moving to intervene in the rate proceeding for such purpose. AAWC would not
oppose such a motion and believes that this course of action will best suit both the needs
of the Town and the resources of the ACC. Assuming the Town can demonstrate that the
requested rate change is in the public interest and that no other party to the proceeding
opposes the Town's request it will likely be granted.

?



n

I

J

Kula to Green
Page 2
1/7/2003

I trust that you will contact me should you have concerns on this matter or any other
issues related to your service from AAWC. I look forward to continuing to work closely
with your staff to learn how we may better serve Youngtown.

Sincerely,
4

Robert J. Kula
Manager
Arizona-American Water Company

C: Mark Fooks, Town of Youngtown
Ray Jones, AAWC .
David Stephenson, AWSC
Brian Biesemeyer, AAWC

L



MEB Exhibit 5

Sun City Fire Department
August 17, 2003

Town of Youngtown
12030 North Clubhouse Square
Youngtown, Arizona 85363

Mayor Bryan Hackbanh,

This letter is to. express concerns the Sun City Fire Qcpéiitozicnt the current water
system established inside the Town of Youngtown, Arizona.

There are several afeégs of3;hewater.sy§é§niat. `5éVe.§ulb¢-starmqlgrd size main and branch
lines to support the required `sizélaiixd type afire hvd1a:dtsQ These lines are to achieve
required Ere Hows for residential Md commercial structures. This requirement iS :in

.Fire.£8635̀ 1997'edition, which his been adopted by.lthe
Town ofYour1g¢own as.weI1 the Sun' city Eire Histrict, .
is a pan. of Addirignafareas ofeoneem arc pocket areas.ofth: Town of Youngtown in
whichithere is a lack afire-hydrants as required per code.. The standard required spacing
for iirélhydna:L'1tts is6Q0 feet of travel distance. . .

ac;~<;:i.r.*2.303 with the UNiform.

as -. Ty . Bistre i;1 whic&£thé"IIovvnofyo\mgtown

The flow pressure of the vvatersystem is a. concern. 'Appropriate flow pressure for Ere
departmentsuSe duringemergency activities, pressure variants'-i'om static and residuals
range wildly d¢p*=ndi3éS-6r1 the location wiki tirrié ofdaythe .f1ow.test are conducted.

I believe that-long raJnge~plann'mg.and e ee l .M partiesi'mvo1veci is required.
Planning wit ii the watersystern°op.eréIors, inclusive of the Owners, Tdiin
Oicials and Ere.déplartment.is imperative. With; proper'1i1aEniJihlg_ we :can provide
adequate r=1i<=£&9m it's.ci18ent CoNdition jifOif-ide a Systematic Upgraded
substandard areas of the system.. . -~ . - .-

If you have need fol"atiditio.nay iNformation please feel free to contact me at your
convenience at 6230974-2321Qext 13. ..

Sun City Fire Department

\ _ ; / 4
Steve D. Morrow Fire Marshal

17017 NORTH 99m AVENUE SUN CITY, AFUZONA 85373-2007 OFFICE; (623) 974.2321
E-MAIL: sucifi@suncityfire.com

FAX: (623) 972-1 998
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Michael E. Burton
Pretiled Direct Testimony
Docket No. WS-01303A-02-0867, et al.
Page 1

1 1. INTRODUCTION AND QUALIFICATIONS

2

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.3

4

5

A. My name is Michael E. Burton and my business address is 2902 Isabella Blvd.,

Suite 20, Jacksonville Beach, Florida.

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A. I am the President and Owner of Burton & Associates, Inc., a utility finance and

6

7

8

9

10

11

economics consulting fem.

Q- PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND12

13

14

BUSINESS EXPERIENCE.

A. I graduated from the University of Florida with a Bachelor of Science Degree in
15

16
Industrial Engineering. I also completed MBA coursework in Finance at Georgia

State University. I have over 30 years experience in water resources economics
17

18

19

management consulting, ten years of which have been with Arthur Young &

Company (now Cap Gemini Ernst & Young), one of the largest accounting and

20

21

management-consulting Eras 'm the nation. I was a principal of that Em and

served as Director of the Florida Utility Finance Consulting Practice. My lengthy

22

23
experience in the financial management of water, wastewater, reclaimed water

and stormwater utilities has included rate case assistance to private utilities, rate
24

25

26

regulation assistance to jurisdictional counties, utility acquisition analyses and

consensus building, user charge/rate studies, impact fee studies, financial advisory
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Michael E. Burton
Prefilled Direct Testimony
Docket No. WS-01303A-02-0867, et al.
Page 2

1 services for the issuance of revenue bonds, bond issue feasibility studies/forecasts,

2
expert witness testimony, and strategic planning for the provision of utility

3
services for governmental jurisdictions and private developers. A copy of my

4

5
resume detailing my education and work experience is attached to this testimony

6
as MEB Exhibit 1.

7

8 Q. PLEASE DESCRIBE BURTON & ASSOCIATES, INC.

9 A. I founded Burton & Associates in April of 1988. Since that time, the firm has

10

11

specialized in utility economics. Burton & Associates has developed proprietary

software and an interactive process specifically to accomplish the integration of
12

13
the financial planning and ratemaking process with the capital planning process.

14 The Firm provides services in multiple areas, including retail and wholesale Gost

15

16

of service and rate studies, utility economics, financial program development,

system and property valuation and analyses, operations and performance reviews,

strategic planning, financial feasibility analyses, privatization and managed17

18

19

competition analyses, and development of capital finance plans integrated with

the client's overall financial management program. A copy of the Firm resume is
20

21
attached to this testimony as Exhibit MEB 2.

22

23

24

25

26
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Michael E. Burton
Pretiled Direct Testimony
Docket No. WS-01303A-02-0867, et al.
Page 3

1 Q- WHAT ARE YOUR RESPONSIBILITIES WITH BURTON &

2 AssociATEs, INC.?
3

A. As President and Owner of Burton & Associates, I provide expert professional
4

5
utility economics services to the firm's clients, manage each client project as

Project Director, and oversee my stab's provision of professional services to our

clients on behalf of the Em. I also define and upgrade all technical tools used by

inn staff to deliver services to our clients. I oversee the education of Em staff

regarding industry and regulatory changes and have written a number of papers

6

7

8

9

10

11

for and have made multiple presentations to industry participants and professional

organizations that have a stake or interest in water resources. I upgrade and

change our services delivery process in response to feedback 80m our clients and
12

13

14
from industry professionals on a regular basis. I am personally involved 'm each

15

16

and every consulting project for the Em.

Q- WHAT is YOUR EXPERIENCE IN UTILITY RATE REGULATION?17

18

19

A. As explained in detail in my resume, I served for over ten years as the regulatory

consultant to the St. John's County Water and Sewer Authority ("SJCWSA"). In
20

21
this capacity, I reviewed all rate case applications and proceedings brought before

22

23

the authority and developed recmmnendations with regard to SJCWSA actions

relating to those proceedings. In addition, I have assisted in the preparation of

24

25

26

rate case applications and related proceedings for private utilities regulated by the
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Prefixed Direct Testimony
Docket No. WS-01303A-02-0867, et al.
Page 4

1

2

Florida Public Service Commission ("FPSC"). I have served as an expert witness

in numerous proceedings before both the SJCWSA and the FPSC.

Q- ARE YOU A MEMBER OF ANY INDUSTRY GROUPS OR

ORGANIZATIONS?

A. Yes. I am currently a member of the American Water Works Association, where

I serve as a member of its Rate and Charges Subcommittee. As a member of that

subcommittee, I am currently serving on a task force as a co-author of a Small

System Rates Manual.

Q- WHAT MANUALS, PAPERS OR ARTICLES HAVE YOU WRITTEN

AND WHAT PRESENTATIONS HAVE YOU MADE AS A UTILITY

ECONOMICS PROFESSIONAL CONSULTANT?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A. I have written, co-authored or presented the following: 1) AWWAMANUAL-

R.ATE MAKING FOR SMALL UTILITIEs-Co-Authoring for AWWA. Due for

publication in 2004, 2) INTEGRATION oF CAPITAL AND FHQANCIAL PLANNING-

Written and presented at the Florida Water Resources Conference-2003 -Tampa,

Florida, 3) FINANCIAL IMPLICATION OF ALTERNATIVE WATER SUPPLY - Written

and presented at the Florida Water Resources Conference-2003 Tampa, Florida,

4) THE EFFECT OF INCLNNG BLOCK WATER RATES UPON WATER USAGE &

REVENUE -Presented at the Florida Water Resources Conference-2003 Tampa,

20

21

22

23

24

25

26

Florida, 5) IMPLEMENTATIQN OF RECLAIMED WATER RATES & METERWG - Co-



I.

*-(
Michael E. Burton
Preiled Direct Testimony
Docket No. WS-01303A-02-0867, et al.
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1 Authored with A1 Castro, P.E. -- Orange County Utilities, written and presented at

2
the Florida Water Resources Conference-2002 Orlando, Florida, and published in

the PWR Journal - 2002, 6) WATER RATE MAKING FOR GOVERNMENTAL
3

4

5
UnLmEs - Written for presentation to the st. Johns River Water Management

District under contract with the Orange County Public Utilities (utilities serving

the greater Orlando area) - 2001 , 7) EVALUATING & SETTING RATEs-Written and

presented at the Water Environment Federation, Dallas, Texas 1998, 8)

RECLAIMED WATER RATE MAKING - Written and presented at the AWWA 1998

6

7

8

9

10

11

Water Reuse Symposium in Orlando, Florida (February 1998), 8) AN

AUTOMATED COMPUTER MODEL FOR THE FUNDLNG AND 1\/IANAGEMENT OF

REUSE SYSTEMS - Written and presented at the AWWA 1994 Water Reuse
12

13

14
Symposium 'm Dallas, Texas (March 1994). \

15

16 Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS RATE CASE?

A. I am testifying on behalf of the Town of Youngstown ("Youngstown" or "Town").17

18

19

Yotmgtown and its residents are customers of Arizona-American Water Company

("Arizona American" o r
"Company") and thus have a direct and substantial

20

21
interest in the outcome of the Company's requested rate increase. As such, my

22

23

associate Andrew J. Burnham and I expended a considerable amount of time

analyzing the Arizona-American's Rate Increase Application to determine

whether the Company's requested rate increase was in the public interest and fair24

25

26

and reasonable to Youngstown and its residents.
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1 II. SUMMARY OF RECOMMENDATIONS

2

3 Q- WHAT is THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS

4 RATE CASE?

5

6
A. The purpose of my Direct Testimony is to make the following four

7 recommendations to the Administrative Law Judge ("ALJ"), based on my

8 analysis of Arizona-American's Rate Increase Application, in deciding the

9 outcome of this proceeding:

10

11
First, the Original Cost Rate Base ("OCRB") should be utilized as Fair Value

12

13
Rate Base ("FVRB") in this rate case.

14

15

16

Second, that as a matter of public interest, the Commission should defer the

accosting treatment of any acquisition adjustment Hom Arizona-American's

purchase of Citizens' assets until such point in time that the Company formally17

18

19

requests recovery of an actual acquisition adjustment amount and there is

sufficient experience so the Commission can properly evaluate whether the
20

21
customers are receiving any demonstrable benefits as a result of the acquisition.

22
o

23 Third, that as matter of fairness to all of Arizona-American's customers in the Sun

24

25

26

City Water District, the Company should revise its irrigation water rate tariff to
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1 also include service to Youngtown, including Maricopa Lake maintained by

2
Youngtown and open to the public.

3

4

5
Lastly, the Commission should require Arizona-American to work with the

Youngtown Mayor and City Counsel as well as the Fire Marshal for the Sun City

Fire Department to develop a long-range plan to remedy any and all ezdsting

water service adequacy problems to Youngstown's ire hydrants located within the

6

7

8

9

10

11

Company's Sun City Water District.

111. DETERMINATION OF FVRB
12

13

14

Q~ HOW DOES ARIZONA-AMERICAN PROPOSE TO CALCULATE FVRB

FOR ITS VARIOUS WATER AND WASTEWATER DISTRICTS?
15

16
A. Arizona-American proposes to use its calculation of Reconstruction Cost New

less Depreciation ("RCND") rate base as FVRB for each of the Company's
17

18

19

districts. The RCND method is a calculated representation, in current dollars, of

what it might cost to reconstruct the e>dsting plant that multiplies the original cost

20

21

of the facilities by a selected index (by month and year of acquisition). Arizona-

American made adjustments for retirements and additions, and trended

22

23

accumulated depreciation balances based on the ratio of total RCN plant value to

total original plant costs and subtracted those balances from the RCN. This
24

25

26

calculation was then used by Arizona-American as the FVRB.
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Q- DO YOU BELIEVE THAT ARIZONA-AMERICAN'S APPROACH TO

CALCULATE FVRB FOR ITS VARIOUS WATER AND WASTEWATER

DISTRICTS IS APPROPRIATE?

A. No.

Q. WHAT DO YOU BELIEVE Is THE APPROPRIATE APPROACH TO

CALCULATE THE CURRENT VALUE OF WATER AND

WASTEWATER ASSETS?

A. Clearly the best approach to detennine the fair value of assets upon which a utility

may earn a return is one that utilizes a combination of multiple valuation methods

that would likely include RCND and an income approach, based upon OCRB and

any other relevant factors that are relevant to the particular utility. \

Q. WHY THEN ARE YOU ADVOCATING THE USE OF OCRB ALONE As

FVRB IN THIS INSTANCE?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A. Because Arizona Corporation Commission ("Commission") Decision No. 63584,

dated April 24, 2001, approving Arizona-American's purchase of Citizens' water

and wastewater assets, essentially mandates that the use of RCND in a fair value

determination must be deferred until such time as Arizona-American requests

recovery of an acquisition amount. A copy of Decision No. 63584 is attached to

this testimony as MEB Exhibit 3. Furthermore, as I read the Decision, Arizona-

20

21

22

23

24

25

26

American's purchase of Citizens' water and wastewater assets included the
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1

2

express condition that any request for an acquisition must include a showing ofa

clear and quantifiable public benefit that would not have existed had the sale not

occurred.

Q. YOU MENTIONED THE SHOWING OF "PUBLIC BENEFIT" IN YOUR

PRIOR ANSWER. DO YOU BELIEVE THAT PUBLIC BENEFITS

FACTOR INTO THE FVRB DETERMINATION?

A. Yes. The OCRB reflects the amount actually paid for propel'ty when it was

initially devoted to a public purpose, less the amount consumed through use (i.e.,

depreciation). Use of any FVRB greater than the OCRB causes the ratepayers to

provide a return on dollars that were not actually expended on property devoted to

a public purpose. On the other hand, RCND is an estimate of the depreciated

value of the property adjusted for current prices. If a FVRB based on RCND

causes rates to be higher than what they would be under a straight OCRB

approach as in this case, then the utility must demonstrate a public benefit

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

justifying the use of RCND in the FVRB determination. For Arizona-American's

assets acquired Nom Citizens to be worth more than OCRB, the Company must

prove that awarding additional "worth" resulting from using RCND in the FVRB

determination provides incremental public benefit above that provided if OCRB

were used as FVRB. Ifni additional public benefit can be proven Hom the

awarding of higher rates resulting from a FVRB calculation relying upon RCND,

20

21

22

23

24

25

26

there should not be a premium of value above OCRB.
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1 Q- PLEASE EXPLAIN WHY THE RECOVERY OF AN ACQUISITION

2
ADJUSTMENT AND THE USE OF RCND RATE BASE FOR

CALCULATING FVRB MUST BE CONSIDERED SIMULTANEOUSLY
3

4

5
IN THE CASE OF ARIZONA-AMERICAN.

A. As I mentioned, RCND is one factor, that when considered in conjunction with

other valuation methods and all other factors relevant to the utility, can assist a

regulatory body, such as the Commission, in establishing a reasonable estimation
a

of fair value of the plant. A purchaser in determining what to pay for a utility

6

7

8

9

10

11

should consider these same factors. On the other hand, an acquisition adjustment

seeks to adjust the utility's books so that the plant's book value is closer to the

amount paid by the willing buyer. Thus, two recovery of an acquisition
12

13

14
adjustment and the use of RCND rate base for calculating FVRB are related and

15

16

are intended to accomplish the same pLu'pose -. to reflect the value of the plant

placed in service.

17

18

19

The Commission, however, has already set forth the criteria that must be met

before Arizona-American can request recovery of an amount above the original

costs of these assets. Because of Arizona-American's proposal to defer the
20

21

22

23

determination of an acquisition adjustment amount, any determination of current

fair value that is based on anything but original cost has in essence been held in

abeyance. By deferring its request for an amount of an acquisition adjustment,24

25

26

Arizona-American has effectively deferred the Commission's determination of
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1 the appropriateness of valuing Arizona-American's utility assets above original

2
cost less depreciation. By allowing any use of RCND in determining FVRB now,

3
the Commission would be allowing Arizona-American to side-step a condition

4

5
from the previous Decision and Order (Decision No. 63584) and achieve a

6
premium in value (indicative of an acquisition adjustment) without demonstrating

7 public benefit. Therefore, with the decision still looming regarding the recovery

8 and size of an acquisition adjustment, the Commission should require the use of

9

10

11

OCRB as the FVRB.

Q THEN WHY DO YOU BELIEVE THAT ARIZONA-AMERICAN HAS
12

13
REQUESTED DEFERRAL OF AN ACQUISITION ADJUSTMENT IF IT

14
Is CRITICAL TO THE DETERMINATION OF FAIR VALUE?

15

16

A. An acquisition adjustment is an adjustment to rate base to reflect the difference

between OCRB and the fair value of the utility acquired. As I stated before, the

17

18

Commission has conditioned the award of the amount of an acquisition

adjustment, if any, by requiring that Arizona-American clearly demonstrate the
19

public benefit of the acquisition. I believe that logically, Arizona-American must
20

21
know that demonstrating a public benefit will be diliicult, therefore, the strategy

22 of asking for RCND as FVRB, prior to having to demonstrate public benefit,

23 effectively bypasses the issue. Furthermore, if the Commission accepts Arizona-

American's proposal to use RCND as FVRB 'm this proceeding, the Commission24

25

26
will have effectively approved an acquisition adjustment without Arizona-
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American having to comply with the provision of the Commission's prior

Decision and Order that public benefit must be demonstrated.

Iv. DEFERRAL OF ACCOUNTING TREATMENT FOR

ACQUISITION ADJUSTMENT

Q- WHAT is YOUR POSITION REGARDING ARIZONA-AMERICAN'S

REQUEST TO RECEIVE REGULATORY APPROVAL FOR CERTAIN

ACCOUNTING TREATMENT OF AN ACQUISITION ADJUSTMENT,

BUT DEFER THE DETERMINATIGN OF AN ACTUAL AMOUNT OF

THE ACQMS1TION ADJUSTMENT?

A. Arizona-American's request for accounting treatment prior to establishing the

dollar amount which, the accounting would be applied, is simply illogical and

inappropriate. The more prudent, and appropriate approach is to have the specific

dollar amount and the accounting treatment for that dollar amount established

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

simultaneo ugly for the following reasons:

1. The appropriate accounting approach for an acquisition adjustment

may well vary depending upon the amount of the adjustment,

2. The establishment of accounting treatment for something that may

not exist could result in a wasted effort if an acquisition adjustment

is not awarded, and

20

21

22

23

24

25

26

q
J. This proceeding likely has different participants than will the

proceeding in which the dollar value of any acquisition adjustment
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l is to be established due to the fundamental topical differences and

2
timing. That means that parties who would take issue with any and

all aspects of an acquisition adjustment in a future proceeding will
3

4

5
be bound by the results of this proceeding (in regards to accounting

treatment of an acquisition adjustment), of which they might not

have been a participant.

6

7

8

9

10

11

v. IRRIGATION WATER TARIFF

Q. DOES ARIZONA-AMERICAN CURRENTLY HAVE IN ITS RATE

STRUCTURE AN IRRIGATION WATER TARIFF FOR THE12

13

14

COMPANY'S SUN CITY WATER DISTRICT?

A. Yes. Arizona-American has 'm its existing rate structure an irrigation water tariii
15

16
which applies to recreation lakes located in the Company's Sun City Water

District .
17

18

19 Q. DOES ARIZONA~AMERICAN'S IRRIGATION WATER TARIFF ALSO

20

21

APPLY To THE RECREATION LAKES IN YOUNGTOWN?

A. No. Arizona-American's irrigation water tariff is currently not available to the

22

23
recreation lake in Youngtown, namely the Maricopa Lake. Because the irrigation

water tariff is a lower rate than general service rates, Youngtown currently pays
24

25

26

more for water service to its recreation lake than Arizona-Amer"ican's other

recreation lake customers 'm the Company's Sun City Water District.
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1

2

Q- DOES YOUNGTOWN DESIRE THAT ARIZONA-AMERICAN REVISE

ITS IRRIGATION WATER TARIFF so THAT IT Is AVAILABLE T()

THE RECREATION LAKES IN YOUNGTOWN?

A. Yes. As a matter of fairness, Youngtown believes that it should be charged the

same service rate for its recreation lakes as other customers in the Company's Sun

City Water District. As shown in the attached letter 80m Arizona-American to

the then presiding Mayor of Youngstown, the Company apparently agrees that this

rate case is the appropriate regulatory forum for Youngtown to request a revision

to the Company's current irrigation water rate tariff so that the tariii" also includes

any recreation lakes located in Youngstown. A copy of the letter from Arizona-

American to the Town of Youngtown is attached to this testimony as MEB

Exhibit 4.

VI. ADEQUACY OF WATER SERVICE TO YOUNGTOWN FIRE

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

HYDRANTS

Q. DOES YOUNGTOWN HAVE ANY CONCERNS OVER THE ADEQUACY

OF WATER SERVICE TO THE TOWN'S FIRE HYDRANTS?

A. Yes. I am informed by the Youngstown Mayor and Council Members, as well as

the Fire Marshal for the Sun City Fire Department, that they are concerned with

the adequacy of water service to certain of the ire hydrants located within

20

21

22

23

24

25

26

Youngtown. This concerned was recently memorialized 'm a letter firm Steve D.

Morrow, Fire Marshal, Sun City Fire Department to the Youngtown Mayor and
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1 Town Council. A copy of the letter is attached to this testimony as MEB Exhibit

2
5.

3

4

5
Youngtovm, as well as the Sun City Fire Department, are concerned that several

areas of Arizona-Amer~ican's water system serving Yo ungtown may have sub-

standard size main and branch Lines to support the required size and type Ere

hydrant to achieve required lire flows for residential and commercial structures.

They are also concerned that pocket areas of Youngtown may lack ire hydrants

6

7

8

9

10

11

altogether. Lastly, they are concerned with How pressure depending on location

of ire hydrant within Youngstown and time of day the fire hydrant would need to
12

13

14

be used by the ire department.

15

16

Q. DOES YOUNGTOWN PROPOSED A SOLUTION TO REMEDYING THE

DEFICIENCIES IN ARIZONA-AMERICAN'S WATER SERVICE TO

YOUNGTOWN'S FIRE HYDRANTS?17

18

19

A. Yes. Youngtown proposes that Arizona-American commence a "Fire Hydrant

Water Service Improvement Plan", which would be a five-year plan, to remedy

any identified deficiencies in the Company's water service to Youngstown's fire
20

21

22

23

hydrants, including those deficiencies specifically identified above by the Sun

City Fire Department in MEB Exhibit 5. This proposal includes the requirement

24

25

26

that Arizona-American include the participation of Youngtown, as well as the Sun
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1 City Fire Department, in the Company's development of the five-year Fire

2
Hydrant Water Service Improvement Plan.

3

4

5
Q- DOES THIS CONCLUDE YOUR PREFILED DIRECT TESTIMONY?

6
A. Yes.

7

8

9

10

11

12
F°/1753-I0-1/ACC Proceeding/Direct Testimony/Direct Testimony.Bu1ton.FINAL

13

14
\

15

16

17

18

19

20

21

22

23

24

25

26
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SUMMARY
Mr. Burton has over 30 years experience in water resources economics management consulting, ten years
of which have been with Arthur Young & Company, one of the "Big Eight" national accounting and
management consulting firms. Mr. Burton was a principal of the firm and served as Director of the
Florida Governmental Services - Utility Finance Consulting Practice.

His experience in the financial management of water, wastewater, reclaimed water and stormwater
utilities includes user charge/rate studies, impact fee studies, financial advisory services for the issuance
of revenue bonds, bond issue fusibility studies/forecasts, strategic planning for the provision of utility
services for governmental jurisdictions and private developers, rate case assistance to private utilities, rate
regulation assistance to jurisdictional counties, utility acquisition analyses and consensus building.

PROFESSIONAL EXPERIENCE

Mr. Burlon's experience includes the following areas of practice:

Y Water, Wastewater, Reclaimed Water, and Stormwater

Revenue szQ7iciency analysis,
Cost allocation determination,
CIP program development,
Funding analyses,
Financial management programs,
Regulatory assistance,
Rates programs,
Rate structure design,
Impact fees,
Unaccounted for water audits

Utility valuations,
Acquisition planning and
analyses,
Strategic planning and
economic impact
quantyicaaon,
Miter resources planning
including alternative source of
supt and
Rate case assistance
Expert Witness Testimony

Y Governmental Services Impact fees, capital improvement programs, user fees,
contracting with the private sector, general government financial analysis and
management program development.

Y Solid Waste
audits.

Governmental, regulated private franchises, rates, tipping fees, operations

§9;;9,9§$*'3S§l1;§;3f9¥9is,a *J
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MICHAEL E. BURTON

Y Regulatory Agencies - Counties, municipalities, Public Service Commissions, Department of
Environmental Regulation, U. S. Environmental Protection Agency, water management
districts, water and sewer authorities.

Y EXPERTISE
Functional areas of expertise and direct consulting experience include:

Y

<

Fully Allocated Cost of Service, Water; Wastewater Reclaimed Water and
Stormwater Rate Studies

Determination of operations & maintenance costs
S Direct costs
S Indirect costs identification of capital costs

<

<

<
<

$ Capital improvement Programs
S Debt service requirements
$ Renewal & replacement
Determination of rate base (regulated utilities)
$ Fixed assets/plant investments
$ Contributions in aid of construction (CIAC)
$ Service availability fees
S Used and useful analysis
$ Weighted cost of capital to include:

T Debt/equity ratios
T Cost of money
T Return on equity

Allocation of costs
$ F ired
S Variable
$ Capacity
S Demand
$ Special services
Commodity demand projections
Rate stmcmre design
$

$

S

S

ERC Determination
Fixed or minimum charges
Usage/commodity charges
Specific service charges

§34¥Q9§6§§9>2'l4¥@>>\ 9 . , J
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MICHAEL E. BURTON

Y Impact Fee Development

EXPERTISE - CONTINUED

Functional areas of expertise and direct consult'mg experience include:

Y Fully Allocated Cost of Service, Water, Wastewater, Reclaimed Water and
Stormwater Rate Studies - Continued

<

<

Utility impact fees
S Water & sewer
S Solid waste
Municipal services impact fees

Parks and recreation
Fire
Police
Transportation
General government

S

$

S

S

$

Y

<
<
<
<
<

Capital Improvement Programs
Concurrency management plans
Regulatory compliance
Funding source analysis
Financial feasibility analysis
Developer regulations/agreements

Y Special Fee Determination (consumptive use permits application fees, etc.)

Y Regulatory Compliance

Y
<
<
<

Operations A unit/A nalvsis
Organization and staffing
Customer service
Resource management

Y
<

'<

Revenue Bond Financing
Financial advisory services
$ Underwriter evaluation/selection
$ Structure of financing
Feasibility studies/forecasts

Y Inventory and Valuation o[Fixed Assets

Y Utility Valuation for Sale/A requisition

§1}¥'ll§*9§L@~§8Qg;i9-l§§
Page 3



•

MICHAEL E. BURTON
.5€_ . ~':-~.x ; . vo ..,,

7=. ' " ~;<..~-. . " '? `= ¢=m-.*1 1~_#.~. J3"'L."'8r:§s:w'.

EXPERTISE - CONTINUED

Y

<

S

$

T

<

Strategic Planning
Governmental jurisdictions
$ Definition of service objectives

T. Service area(s)
T Service area jurisdiction policy
T Level of service
Regulatory policies and procedures
Definition of framework for growth
T Facilities and operations

Main extension policies
Utility acquisition plans
Organization and staffing requirements

.. Regulatory resources (Stagg consultants, etc.)
Funding

Utility acquisition funding strategy
Cost impact/rate projections
Capital requirements
Contributions in aid of construction policy
Assessment policies

.. Impact fees
Private utilities and developers
$ Utility planning relative to regulatory constraints and development plan

alternatives
Capital requirements, projected rates, plant investment strategy
T Phasing relative to growth and impact on used and useful plant
T Analysis of debt/equity ratios to maximize return

$

§`4lél9l®§44§§§Q@44¥@§x ..,
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PUBLICATIQNS & PRESENTATIONS

Recent publications and presentations written, co-written and presented by Mr. Burton include:

AAWWA MANUAL - RATE MAKING FOR SMALL UT12LIT1ES@
for publication in 2004.

Co-Authoring for AWWA. Due

AINTEGRATION oF CAPITAL AND FINANCIAL PLANNING@
Water Resources Conference-2003 -Tampa, Florida

Written and presented at the Florida

AFINANCIAL IMPLICATION OF ALTERNATWE WATER SUPPLY@
Florida Water Resources Conference-2003 Tampa, Florida

- Written and presented at the

ATHE EFFECT OF INCL1N1NG BLOCK WATER RATES UPON WATER USAGE & REVENUE"
Presented at the Florida Water Resources Conference-2003 Tampa, Florida

AI1V1PLEM:ENTAT1ON OF RECLAIMED WATER RATES & MErER1NG@ - Co-Authored with A1
Castro, P.E. - Orange County Utilities, written and presented at the Florida Water Resources
Conference-2002 Orlando, Florida, and published in the FWR Journal - 2002

AWATER RATE MAKING FOR GOVERNMENTAL UT1L1TIES@ - Written for presentation to the st.
Johns River Water Management District under contract with the Orange County Public Utilities
(utilities serving the greater Orlando area) - 200 I

AEVALUATJNG & SETTING RATES@ - Written and presented at the Water Environemnt Federation,
Dallas, Texas 1998

ARECLAIMED WATER RATE MAKrNG@ - Written and presented at the AWWA 1998 Water Reuse
Symposium in Orlando, Florida (February 1998)

AAN AUTOMATED COMPUTER MODEL FOR THE FUNDING AND MANAGEMENT OF REUSE
SYSTEMS@ - Written and presented at time AWWA 1994 Water Reuse Symposium in Dallas,
Texas (March 1994)

AWATER RATE MAKING FOR GOVERNMENTAL UT1LrTms@ - Currently developing this paper for
presentation to the St. Johns River Water Management District under contract with the Orange

County Public Utilities (utilities sewing the greater Orlando area)

§W¥99§!T§§.9'F?tl§§
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BUSINESS EXPERIENCE

President
Burton & Associates
Jacksonville Beach, FL

Director of Consulting
Florida Systems Consulting Group, Inc.
Jacksonville, FL

Principal
Arthur Young & Company
Director of Florida Governmental Services
Jacksonville, FL

Associate Vice President
Planted Corporation
Director of Financial & Planning Consulting Services Division
Jacksonville, FL

EDUCATION

MBA Coursework, Finance
Georgia State University
Atlanta, GA

BSIE
University of Florida
Gainesville, FL
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As a specialty rum,
assistance to our
areas of practice:

Burton & Associates has successiinlly provided financial
governmental utility clients for more than a decade in the following

0 Utility economics

El Financial program development

El System & property valuation and analyses

EI Retail and wholesale cost of service & rate studies

[I Operations and performance reviews, strategic planning, Enancid feasibility
andysa and reports, annexation andysa and reports

[I Privatization and managed competition analyses and reports

III Administrative and negotiations assistance with ordinances, interlock
agreements, regulatory mandate and impact analyst

U Bond feasibility reports for inclusion in the office statements of revenue
bonds

0 The development of capital finance plans integrated with the utility's overall
financial management program

U The development of an interactive automated process which allows us to
quickly evaluate revenue sufficiency, alternative capital plans and alternative
financing scenarios with regard to those plans in order to evaluate the
implications regarding all aspects of the utility's financial management
program

Qualyieations 1
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[I Coordination with rating agencies in support of our bond feasibility reports
for the issuance of revenue bonds.

Evaluation of and assistance in negotiations with regard to contract services,
utility acquisitions, developer agreements and utility main extension policies.

[1 Development of capital cost recovery fees.

A. Our Utility Economies Experience

Michael Burton, President of Burton & Associates has over 30 years of direct
experience providing revenue sufficiency analyses services. He has provided
those services as a rate consultant, project manager, and project director for many
local govemrnents over the past 30 years. In the early 1990s, Mike developed a
unique interactive process for his clients that has set him and Burton & Associates
apart Horn others providing similar services. This powerful proprietary process,
coupled with his lengthy and extensive experience as a Utility Economics
Consultant has placed him as the most senior and knowledgeable resource
available to you. Mike and his staifprovide the most effective and efficient
utility economics services (especially revenue sufficiency analyses services)
available.

FAMS-XL©

Recently, Mike has developed a new version of the model used in this process.
The new model is an EXCEL version ofFAlS known as FAMS-XL©.
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This powerful new version encompasses many improvements over the
original FAMS model including:

y A more straight forward depiction of the flow of funds
y Projection of revenues that includes consideration of;

- the effect of growth in customers upon fixed charge revenues and,
- the effects of growth in customers and changes in usage patterns upon

usage charge revenues
y The ability to perform; .

- a capital requirements driven analysis which determines the level of
revenue necessary to fund specified capital improvement program
requirements, and/or
a revenues dn'ven analysis which determines the window of funding
available for capital improvement program requirements in each year
of the forecast period given the specified limit on rate revenue
increases.

y The ability to provide extended projection periods of up to 10-years, with
anticipatory projection periods for up to 20 years.

We are currently using FAMS-XL© in projects for many cities and counties.

To further demonstrate the ability of  our Firm to provide superior utility
economics services, it is important to note that Mike currently sits on the Rates and
Charges Subcommittee for the AWWA, where he is co-authoring a Rates, Fees and
Charges Manual for publication by the AWWA.

What is significant to this project is that the section of this manual for which Mike
has sole responsibility is the Revenue Requirements Determination section, The other
members of the AWWA Rates and Charges Committee felt that Mike had the most
"hands-on" experience and overall knowledge where local government utility revenue
sufficiency, capital planning and rate malting in general were concerned.

Mike has written been published, educated and/or made presentations on water,
wastewater, reclaimed water and stormwater issues including water and wastewater
revenue sufficiency for the following:

/American Water Works Association
/Florida Water Resources Conference
/ Volusion Water Alliance
/ Orange County Utility Consortium
/St. Johns River Water Mgt. District,

/Lee County Water Authority,

/St. Johns Co. Water & Sewer Authority,
/ U S Environmental Protection Agency,
/Florida Department of Environmental

Regulation, Bureau of Wastewater
Management and Grants,

Qzlfzlyicrztions 3
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Mike has written and presented many papers and articles which speak to the
issues included in a study such as this. These include:

<zAwwA MANUAL .. RATE MAKING FOR SMALL UTILITIES -Co-Authoring/6rAWWA.
Due/brpublicaHon in 2004.

C INTEGRATION OF CAPITAL AND FINANCLAL PLANNING ..Written and presented at the
Florida Water Resources Conference-2003 -Tampa, Florida

C/:F1NANC1AL IMPLICATIONS OF ALTERNATIVE WATER SUPPLY - - Written andpresented
at the Florida Water Resources Conference-2003 Tampa, Florida

QTHE EFFECT OF INCLINING BLOCK WATER RATES UPON WATER USAGE &
REVENUEPresented at the Florida Wafer Resources Conference-2003 Tampa, Florida

czUtility Rate Studies - A paper and presentation to the GuuICoast Chapter of the

Florida Governmental Finance O/yicers Association - 2002.

Q IMPLEMENTATION OF RECLA1IV1ED WATER RATES & METERING - Co-Authored With

Al Castro, P.E. -. Orange County Utilities, written and presented at the Florida Water
Resources Conference-2002 Orlando, Florida, and pub lishea' in the FWR Journal - 2002

<ZEVALUAT1NG & SETTING RATES -Written and presented at the Wafer Environment
Federation, Dallas, Texas 1998

CZRECLAIMED WATER RATE MAKING -Written and presented at the A WWA 1998 Water
Reuse Symposium in Orlando, Florida (Febnzmjv 1998)

<zAn AUTOMATED CGMPUTER MODEL FOR THE FOND1;NG AND MANAGEMENT OF
REUSE SYSTEMS - Written anal presentea' at the AWWA 1994 Water Reuse Symposium
in Dallas, Texas M/[arch 1994)

<ZWATER RATE MAKING FOR GOVERNMENTAL UTILITIES -This paper was developed
for presentation ro the Sr. Johns River Water Management District under contract with

the Orange County Public Utilities (ufiliaes serving the greater Orlando area)

Mr. Burton has also assisted his clients in the development of rate programs
that meet the requirements and mandates of:

7 The Southwest Florida Water Management District,

y The South Florida Water _Man gerent District,
7 The Suwannee River Water Management District,
7 The Northwest Florida Water Man gerent District, an d

y The St. Johns River Water Alan gerent District

Oualyiczztions 4
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Burton & Associates is a vital company emerging as one of the premiere Utility
Consulting companies in the Southeast. Our consultants possess the breadth and depth of
knowledge that will enhance each project and provide our clients with substantial
resources.

8. Kev Members Of  Our Sta f f

Steven McDonald has recently provided water, sewer, storMwater and/or
reclaimed utility economics consulting services to Clay County Utility Authority, the
Cities of Clearwater, Cape Coral, Cooper City and Fort Myers; His other Burton &
Associates clients include New Port Richey and Tarpon Springs, where he has provided
billing unit analyses and bill frequency analyses in support of the rate making process.
Steven is an economist who has over thirteen years of experience in the development of
econometric models for the purpose of demand forecasting analyses, and Financial
analyses.

Steven began his career with Fishkind & Associates, a Florida based economic
consulting trim, where he provided these services to his clients for six years, and has
continued to apply his expertise on projects focusing on economic and environmental
issues for local govemrnents in Florida. Over the past twelve years, he has developed a
high degree of technical expertise balanced with strategic management experience Hom
high profile, innovative public and private projects. His education and technical expertise
lies in the areas of public policy and financing, financial modeling and analysis,
economic modeling and forecasting, strategic planning and analysis, and market and
industry analysis.

Steven's consulting, business, teaching, and government experience has allowed
him to develop a solid understanding of political environments, financial and capital
markets, economic principles, and statistical and research methods. In additional to his
ability to perform fully allocated cost of service rate studies, he has the qualifications and
unique skills required to successiillly model and analyze water use patterns, perform
unaccounted water audits, and customer billing and bill frequency analyses.

Another member of our team is Andrew Burnham. Andy is a Utilities Rate
Analyst. He has four years of experience on utility projects that include revenue
sufficiency analyses and development of comprehensive financial plans, modeling of
financial implications of energy policies, rate design, wholesale cost of service analyses,
and contract administration. He has frequently prepared expert witness testimony and
provided affidavits in state and federal proceedings. Andy has been responsible for a
variety of issues and initiatives, including the coordination of federal regulatory Filings
for our client, Consumers Energy Company - a public electric and gas utility that serves
over 3 million customers. He has performed utility revenue and prost margins on a
macro and micro level and has coordinated our client's initiatives in federal regulatory
proceedings.

Qurzlyicrztions 5 §44*¥Q9+§§99@+l@§
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Finally, Cynthia Griffin served as a support consultant for our team. Over the
past 13 years, Cyndy has conducted over 65 utility rate surveys for our clients. She has
written ordinances, resolutions and developed policy manuals as well as rates fees and
charges handbooks for our clients. She provides project management assistance to the
project manager and serves as client liaison regarding project deliverables and quality
control.

c. History of Firm

Burton & Associates, a Florida firm, was founded by Mr. Michael Burton in April
of 1988 and has specialized since its inception in water resources economics, that is,
water and wastewater rate structure review, utility revenue sufficiency analyses, cost of
service analyses, utility Financial planning, rate making and the integration of financial
planning and rate maldngwith the capital planning process. Burton & Associates has
developed proprietary software and an interactive process specifically to accomplish the
integration of the financial planning and rate making process with the capital planning
process.

Burton and Associates is a specialty fem. The focus of our practice is water
resources economics. We assist numerous local governments throughout the state of
Florida in the conduct of water, wastewater, reclaimed water and stormwater rate studies
(which include rate structure review.and revenue sufficiency analyses), the development
of Five Year Financial Plans for these utilities and in the development of Capital Finance
Plans for the funding of required water, wastewater, reclaimed and stormwater
infrastructure. Burton and Associates is headquartered in Jacksonville Beach, Florida
with an office also in Orlando, Florida. Since our inception in 1988, our practice has
focused almost exclusively with city and County governments, private utilities, agencies,
authorities and special districts.

D. Our Services

We regularly use our proprietary Funding Analysis and Management System
(FAMS-XL©), in the conduct of revenue sufficiency analyses for our clients.

Our city and county clients have the need to regularly meet financial goals and
regulatory requirements and therefore request that we conduct periodic studies for them
that evaluate the overall financial condition of their utility. During the course of these
studies, we utilize our proprietary interactive process and FAMS-XL© in order to cost

effectively examine all viable FUnding sources, capital requirements, and means of
Financing, We then develop short term (five years), medium term (10 years) and/or long
term (20+ years) financial management programs, including a capital finance plan that
will:

1) Provide arlequatefhnding to meet projected capital improvement program
requirements as well as otherfunrling requirements facing the Utility,

2) Comply with outstanding arbor new bond covenants,

Qu alijicatio/15 6
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3) Address and comply with regulatory requirements, and
4) Minimize the impact upon the Utility's customers.

Each of these criteria is important for the conduct of a successiiil revenue
sufficiency analysis. Also, each utility is unique and it is important to newly consider
review each aspect of the utility each time a revenue sufficiency analysis is conducted.

Rate structure changes can also be reviewed and redesigned interactively with
customer impact assessment, allowing clear vision of the implications of rate making
decisions during this process.

1) Cost of Serviee/Rate Studies & Financial Management Programs

We regularly use our proprietary Funding Analysis and Management System
(FAMS-XL©), in the conduct of revenue sufficiency analyses, retail and wholesale cost
of service and rate studies and utility valuation analyses for water, sewer and storm water
utilities. In the development of feasible rate programs, FAMS-XL© allows 1) cost
ef fective testing of  "what-it" scenarios regarding funding of alternative capital
requirements, 2) evaluation of alternative sources and means of financing, and 3)
development of viable short tern (five years) medium term (10 years) and long term (20+
years) financial management programs, including a capital finance plan to provide
adequate funding to meet projected capital improvement program requirements and a rate
plan to meet annual revenue requirements. During our development of a rate adjustment
plan that will adequately respond to the fiscal requirements of the Utility while meeting
regulatory mandates, we try to structure a play structure that will keep rates a low as
possible. Required adjustments can be developed interactively with customer impact
assessments, allowing clear vision of the implications of rate malting decisions.

2) Interactive Decision Workshops

We regularly use our FAMS-XL© automated model as a decision support tool in
the conduct of "real time" decision workshops with utility staE£ management and elected
officials. In these sessions, we use state of the art automated presentation and analysis
techniques to demonstrate, with the FAMS-XL© model "up and running", the impact of
various assumptions. Through this interactive process, we are able to assist in the
development of optimum solutions regarding alternative capital improvement programs,
service delivery configurations, financing sources, rates and charges and the impact of
each alternative scenario upon rate payers within various classes of customers.

3) Integration of Finaneial and Capital Planning

In addition to our cost of service and rate making expertise, we also bring a
unique perspective and contribution to engineering planning and evaluation projects that
is not adequately addressed by the typical approach to such projects. That is the ability,
by use of our automated modeling, to quicldy evaluate the full f inancial impact of

Qu alyicatiuns 7
8;-l+'¥Q9§»&§§9949l§§*r



9.

alterative capital plans and Financing sources as part of the master planning and or
capital improvement program development process.

Qualifcafians 8
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4) Capital Finance Plans

We also work regularly with financial advisors and underwriters in the
development of capital finance plans for municipal clients, and have prepared numerous
Rate Consultant's Reports, including revenue forecasts, for inclusion in the Oliicial
Statements of Water and Wastewater revenue bond issues or in applications for low
interest State loans.

5) Rate Design

We are also industry leaders in the evaluation of rate structure and the
development of rate structure design, including conservation rate programs, capacity fees
and specific service charges. We are at the leading edge in the development of water
conservation rates as evidenced by our recent work with the St. Johns River Water
Management District.

6) In terjurisdictional Coordination

We are regularly involved in the conduct of cost of service and rate studies where
the ultimate service is provided to users in multiple jurisdictions. Sometimes this
involves the development of wholesale rates in accordance with specific interlock

agreements, sometimes this involves the development of a wholesale rate to be applied by
ordinance to all wholesale or bulk use customers and sometimes this involves the
development of rates to be charged to individual end users in other jurisdictions. We are
also experienced M the development of outside o f jurisdiction surcharges based upon cost
of service and in the compilation of data and the allocation of costs in such a way as to
derive fair and equitable rates for all of the above referenced types of interjurisdictional
service.

7) Utility Valuations

We regularly assist clients in the conduct of utility valuation analyses. Burton &
Associates has extensive experience in the use and proper allocation of all commonly
used system and property valuation approaches, such as the depreciated replacement cost
approach, the comparable sales approach, the income approach, etc. However, the
differentiating factor regarding our approach to utility valuation is our ability to use our
FAMS-XL© modeling approach to precisely determine 1) the funds available for
acquisition supportable solely from the revenues of the acquired system, including
consideration of required remedial capital improvements, and 2) the effects upon the rates
of the acquiring utility, if any, of "negotiated" acquisition price alternatives if
negotiations for purchase are initiated.

Qualifications 9
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8) Expert Witness Testimony

We regularly provide expert witness testimony regarding utility litigation and
regulatory matters. We have provided such expert witness testimony in circuit court
cases.

9) Leader in Use off automated Analysis Techniques

We have developed for our clients a truly revolutionary interactive process
utilizing FAMS-XL©. Our automated utility financial planning and rate allocation
modeling system which we use in the conduct of a study such as this. FAMS-XL© and
our interactive process are described on the following page. We use our unique process
and interactive model on each of our revenue sufficiency analysis projects with great
success. We tailor our model to meet each client's specific financial requirements and
utility management objectives using their specific data. We provide for them a clear
vision of all viable options with regard to the financial management of` their utility and
the implications of possible decisions upon utility customers.

Qualifications 10
§;,;;.gl9§},§§99¥;§1



y

We have developed a truly revolutionary interactive, automated process. This
process utilizes FAMS-XL©, our automated utility financial planning and rate allocation
modeling system which we use to develop alternative Five Year Financial Management
Plans for your utility. The Plans are necessary to develop alternative rate programs to
provide the required resources to support the above mentioned Financial Management
Plans. A FAMS-XL© schematic is presented on the following page,

The truly differentiating aspects of our interactive, automated process are that:

1. FAMS-XL© simulates M aspects of your utility's financial dynamics
over a five year forecast period,

2. FAMS-XL© presents key financial indicators graphically on a "control
panel" which allows you to visually see the implications upon key
financial indicators of alternative scenarios, and

q
J. We conduct alternative scenario analyses in "interactive sessions" with

you, so that in one morning or afternoon you can explore, and receive
immediate feedback, regarding numerous "what ii" scenarios such as
alterative capital improvement programs, lower or higher levels of
working capital reserves, alternative Eroding sources for capital projects,
etc.

The most important aspect of this process is the interactive work sessions we
conduct at several points during the course of the project. During these interactive
sessions we have our computer models up arid running and use the latest in computer
monitor projection equipment to display the outputs from our analysis in various
graphical formats on a four by live foot screen. Descriptions of the graphical
representations presented in interactive work sessions are presented on below.

Qualifications 11 844'l=Q48;§§9,249¥§§
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Five Year Revenue Suffieiencv Analysis: We typically present the results of our
analyses by displaying key financial indicators in tour quadrants of a colorful graphical
display, projected with our state-of-the-art monitor/projector equipment . during
interactive client work sessions. An example of such a display is presented below.

Lave! Ra1;e-RIan

FY 1997 FY 1998 FY 1999 FY 2000 FY 2001
Fiscal Years

'FFwe
c:
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FY 1997 FY 1998 FY 1999 Fy 20oo FY 2001
Fiscal Years

FY 1997 FY 1998 FY 1999 FY 2000 FY 2001
Fiscal Years

This 'display presents the results of a five year revenue sufficiency analysis.
display the upper left quadrant shows the required percentage rate increases required in

This quadrant also shows a level rate plan which

In this

each year of a Eve year rate plan.
dampens rate shock in any one year. The pie chart 'Lu the upper right quadrant shows the

in which cost controls might

Capital Improvement Program after funding
reserves and capital cost recovery fees.

chart in the lower left quadrant shows the bond issues necessary to fid the five
as

sources of the rate increase. This gives 'insights into areas
reduce the required rate increases. The chart in the lower right quadrant shows year end
fund balances of unrestricted reserves after funding eligible capital projects and R&R
expenses and compares the reserve levels with the working capital reserve target, and the

year
much as possible with unrestricted
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Other financial indicators can also be monitored graphically as we test "what if"
scenarios, depending upon the circumstances of the City. For example, we often include
a Ive year bar chart of debt service coverage. This is often important in cases where rate
covenants do not provide a revenue "buffer" such as capital cost recovery fees in the
coverage calculation.

We can run numerous alternative scenarios during these interactive sessions and
City staff can see graphically the implications, to key financial and customer impact
indicators, of changes to variables in the rate making process such as timing and amount
of capital projects funded in the capital improvements program (CIP), various levels of
renewal and replacement expenditures, adjusting spend-down limits on reserve funds,
rate structure changes, alternatives for levelizing rate increases over multiple years,
growth rates, cost escalation factors and numerous other variables.

These interactive sessions provide the basis for you to make informed decisions
relating to the rate making process by allowing you to see and understand, Hist hand, and
maybe for the inst time, the full range of the financial dynamics of your utility, all
displayed at the same time.

Rate Design : As with the development of a five year revenue sufficiency analysis
and financial management program, in these work sessions, we will conduct alternative
scenario analyses regarding alternative rate structure designs interactively with City sta13`
with our rate models up and running on the computer. This allows us to develop Final
rates and fees that generate sufficient revenues, yet are structured so as to be sensitive to
your objectives with regard to customer impact. Customer impact will be examined for
each utility rate structure alternative identified. This analysis examines the impact of
alternative rates upon customers of varying sizes and with various usage profiles within
customer classes.

Examples of two types of customer impact analysis charts used in our interactive
work sessions are presented on the following page.
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The chart on the left examines the impact of two rate structure alternatives on single
family customers at various identified levels of water usage.. The chart on the right
examines the impact of the same two rate structure alternatives in terms of percentage
increase in monthly bill along a continuum of water usage lim 0 to 95,000 gallons per
month. This chart also shows the percentage of customers at all levels of usage. This
can be used to determine the percentage of customers affected by each rate structure
alternative at different levels of usage.
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DECISION NO. @3508
13

14 O P I N I O N  A N D  O R D E R

I 5

IN  THE MATTER OF THE JOINT
APPLICATION OF CIT IZENS UTIL IT IES
C O M P A N Y ;  A O U A  F R I A  W A T E R  D I V I S I O N
OF C IT IZENS UT IL IT IES  COMPANY;
MOHA V E  W A T E R D IV IS ION OF  C IT IZ E NS
UT IL IT IE S  COMP A NY ;  S UN C IT Y  W A T E R
COMPANY, sLa in  CITY SEWER COMPANY,
SUN C ITY  \VEST  UT IL IT IES  COMPANY;
CIT IZENS WATER SERVICES COMPAN Y
OF  ARIZONA;  C IT IZENS W ATER
RESOURCES COMPANY OF  ARIZONA;
H A V A S U  W A T E R  C O M P A N Y  A N D  T U B A C
V A L L E Y .W A T E R COMP A NY ,  INC . ,  F OR
APPROVAL OF THE TRANSFER OF THEIR
W A T E R  A N D  W A S T E W A T E R  U T I L I T Y
ASSETS AND THE TRANSFER OF THEIR
CERTIF ICATES OF PUBLIC CONVENIENCE
AND NECESSITY  TO ARIZONA-
A M E R I C A N  W A T E R  C O M P A N Y  A N D  F O R
CERT AIN  REL AT ED APPROVAL S .

I
|

16

17
DATE OF HEARING:

16
September 27, 2000

Phoenix, ArizonaPLACE OF HEARING:

19 IPRESIDING ADM1N1STtLAT1VE
L A W  J U D G E :

20
Karen E. Nolly'

[ N  A T T E N D A N C E :21 QEChairman William.A. Blundell and
Commissioner Jim Irvin

22
|

|

|
| APPEARANCES:

73

24

Mr. Michael M. Grant, CALLACHER 8;
KENNEDY. and Mr. Craig Marks, Associate
General Counsel, on beliz1lf̀ of Citizens
CoH\R'1Llfliic3[ioi'1s Company;

25

26
1 Thus Recommended Opinion and Order was prepared by Adminrslrauvcz Law' Jud_,e Marc E. Stern upon review aV
(he reslimonv and exhibits admitted into evident: xx rh.e proceeding

fS:\Hcarinu\:\lnrc'Opinion Orders.000 I 9"o&o.DOC
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I

2
Mr. Norman D James. FENNEMORE CRAIG, on
behalfofArizona-American Winer Company;

1
J Mr. Daniel W. Pozefsky, Staff Attorney, on behalf

of Residential Utility Consumer Office,
4

5
Mr.IBill Meek on behalf of the Arizona Utility
Investors Association: and

6

7
behalf of the Utilities Division ofl*the Arizona

Ms. Teena Wolfe; Staff" Attorney, Legal Division.
on
Corporation Commission.

8
BYTHE COMMISSION:

9
On March 24. 2000, Citizens Utilities Company, r\Ov\: known 3 S Citizens

10
Communications Company, together wilE its Agua Fria Water Division. Mohave Water

I I
Division. Sun Calv \\'z11cr Company Sun Calv Sewer Company, Sun City \\'est Ulilili€s

12
Company, Citizens Water Services Company olIArizona. Citizens Water Resources Company of

13
Arizona, Havasu Water Company and Tubac Valley Water Company (collectively "CiLizens"),

14
and Arizona-American Water Company ("Arizona-American") filed with the Arizona Corporation

15
Commission ("C`ommission") a Joint Application Io Transfer Assets and Related Approvals

16
("Application") of Citizens' water and wastewarqr utility assets in Arizona including CitizenS'

17
1

Cenificales of Convenience and Necessity ("Cenificales") held by Citizens to Arizona-American.

18

19

On May 17, 2000 and on June l, 2000, the Residential Utility Consumer Office

I("RUCO") and the Arizona Utility Investors Association ("AUIA") filed applications lot leave to

.20 1 '
,intervene Subsequently, intervention's granted to RUCO and to AulA.'

21
On May 30, 2000, by Procedural Order, a hearing was scheduled on the above-captioned

22
matter for September 27, 2000. Citizens and Arizona-American caused public notice oF the

23
Application and hearing thereon to be published in various newspapers throu<1hoL1£ Arizona. In

24

25

26

2 On April IO, 7000, Mr. Mzirvirn Lustiger filed an application ro intervene in the above-captioned matter.
However, by subsequent tiling, Mr. Lustiger clarified that he was only interested in electric or telephone
service in Mohave County, and therefore, l`vlr, Lustlgerls request to intervene was deemed to have been
withdrawn.

0U0|\)'O&O 08c1510n no, 4 3 54994
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I addition_ Citizens notified all its customers of the Application by means of a written bill insert.

2 On September 14, 2000,a formal public comment session was held in Sun City

'W
.> On September 26, 2000, the Com mission's Utilities Division ("Stéaff"')-filed a Settlement

4 Agreement ("AgreemenL") marked Exhibil.A which is incorporated by reference and attached

5 hereto.

6 On September 27, 2000_ a full public hearing took place at the offices of the Commission

7 in Phoenix. Arizona. Citizens. Arizona-American, RUCIO_ AUIA and Staff were present with
:?J

8 counsel. Following the presentation ofevidence.CiLizens and RUCO sub mined written brietta on

9 the issue ot- whether Citizens should be required lo pay a portion at' the gain resulting from the

10 sale of its utility assets to Citizens' customers. The mailer was [hen taken under advisement

I I pending submission of a recommended Opinion and Order Io the Commission

12 DISCUSSION

13 Parties to the Transaction

14 Citizens, through its various div isions and subsidiaries, provides water.
wastewater,

I 5 electric, natural gas and telecommunications services lo approximalelv 1.8 million customers in

16 22 states. including in excess of 100,000 customers in Arizona. Citizens' current business

17 strategy us to focus on the provision of telecommunications services and the expansion of those

18

19

20

I operations through the acquisition of wire centers and access lines from other prov iders,

I primarily in rural areas, as was the case in the recently approved transfer of rural wire centers by

| Qwest Corporation to Citizens Utilities Rural Company, Inc.

2 l~ In connection with this business strategy, Citizens intends to sell its water. wastewater,

'23

22 I electric, and natural gas utilities and to apply the proceeds to finance acquisitions and other

l business activities in the telecommunications area. in April 2000, Citizens also announced the

24 sale oils Louisiana natural gas operations for $375 million.

25 The Commission granted Arizona-American a Certificate of Convenience and Necessity

26 no provide water service to approximalelv 4.600 cL15tomers in portions of the Town of Paradise

000 I920<'<O
oEclslon no, 6 3 5 8 / $4
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I Valley, the City of scoLLsdale and certain unincorporated portions of Maricopa County. Arizona-

i.
t14

2 American is a Wholly owned subsidiary of American Water Works Company, Inc. ("AWW")

3

4

which is the largest privatelv-owned water utility system in the United States, providingwater,

1 wastewater and other water resource management services to approximately 3 million customers

5 Mn 23 states, and with a reported consolidated rel plant ofl$5.I billion and operating revenues of

6 $1.76 billion. Aw\v 's December 31, 1999, balance sheer re Hecled a capital structure of 58.4

7 percent long-term debt, 2.3 percent preferred stock and 39.3 percent common equity

S In 1999, AWW's subsidiaries invested $467 million'in improving and upgrading their

9 facilities, and for the past severalyears, A\VW has made similar expenditures averaging nearly

10 8400 million per year According no AWW wlmcsses. Awe's acquisition policy is molivalcd,

I I ZH. least IH part, by anticipated cizpilzxl expenditures resullins from new regulatory r€qL|1 r€menls

l 2 and pro9,rams and the need lo replace or upgrade aged in IIraslrucLure to maintain high quality

I 3 S€rvic€. With the additional water aha wastewater systems, AWW and its subsidiarieshope to

14 obtain economies of` scale and IO strengthen their f inancial capability by expanding their

customer base.I 5

16 r The Transaction

17 On October l 5_ 1999, Citizens, Arizona-American and AWW entered into an agreement

18 | under which Arizona-American is to acquire the water and wastewater assets and the Certificates

19 | held by Citizens in Arizona ("the Acquired Assets") for approximately $231 million, subject to

20 adjustment at the time of closings The purchase price will be increased based on utility plant

21

23

24

Citizens will also retain certain liabilities,

26

I added by Citizens after June 30, 1999, and will be reduced based on plant retirements occurring

22 1 after such date. The Acquired Assets include all utility plant, property and interests relating to

| Citizens' water and wastewater operations in Arizona,with certain exceptions, including assets

l  commonly used by Ci t izens in connection wi th other ut i l i ty operat ions, cash and cash

25 1 equivalents,  and assets related to benef i t  plans.

1 including obligations for taxes payable, obliff aliorxs relating to employee compensation and

000|910<S;O DECISION NO. 43584
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I beneGls, and refunds of ccrlain advances In aid of construction. Arizona-American will assume

2 and be liable for all contraclsand permits assigned an closing cenain lndL15~lrial Development

q
J Revenue Bonds ("IDRBs"), and unperformed obligations.

4 Arxzona-America'n will Gnance the purchase of the Acquired Assets by a combination of

5 and . equity. AWW has recently formed a new subsidiary, American Water Capital

6 Coqnorazion ("AWCC"),

'debt

r that wi l l  prov ide loans and other Financial  serv ices Lo AW W

7 subsjd_iaries. Initially. Arizona-American will borrow funds from AWCC on a shop-term basis,

8 and receuve addxtiornal funds in the form at' common equity dircctlv From AWW.
Within 12

9 months, the short-term deb( will be convened [O Ions-term dcbn with a planned capital structure

10 which wt l I cor\taln DD IO 60 percérlt debt and 45 IO 40 pfsrcenl common equity, including

I I Arxzorma-Amcrlcanls existing debt and equity capital and the CiLizens` IDRBs that wil l  be

12 assumed.
4
J

13 The POsition of Staff and the SlaflfISe£tlemc:nt Agreement

14 Staff generally supported the application, and recommended that the transfer of the

1 5 Acquired Assets lo Arizona-Amerlcan be approved. subject to several conditions.

16

17

18

First, Staff recommended that the Commission defer any decision on the rate making

treatment flan acquisition adjustment, deferred taxes, excess deferred taxes, and investment tax

I credits until a future rate proceeding.

19 Second, -Staff  recommended that the decision to allow recovery of aN acquisition

20

21

22

1 adjustment be based on Arizona-American's ability to demonstrate that clear, quantifiable and

1 substantial net benefits have been realized by ratepayers, which would not have been realized

l had the transaction not occurred.
5

23 Third, Staff recommended that Arizona-American should be ordered to Me, 13 months

24

'25

26

3 . . . . . . .Arizona-American had filed an application for authority to issue short-term and lon8-ierm debt in
connection with financing the purchase of the Acquired AsscL5. which i*; pending in Docket No. \\'-
0 I303A-00_09°9.

000l')'O&O
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I after the closing of the transaction, a répon compar1 r1Q the number of complains received by the

7 Commission prior lo and after the transaction. The report should provide an explanation of any
-x
.J sIQn1Gcant changes in the number and importance of the complaints. Staff would then rev1€w

4 this report and, if necessary, make a recommendationlo the Commission of any further action Io

5 be taken.

6 Fourth, Staff recommended that an imputation of` the .benefits related to advances in aid

7 I of  construction ("AIAC") and contributions in aid at ' construction ("CiAC") received by

8 I Arizona~American be made in subsequent rate proceedings for each former Citizens` system.

9 The purpose of the imputation would be to recognize those portions of the Acquired Assets that

10 were financed by AIAC and CIAC which Arizona-American will not be assuming
Slqft' also

1 1 recommended that imputed AIAC be amoMzed over a period of 10 years, while imputed CIACI
I12 would be amortized below the line in the same manner as would have otherwise occurred.

13 Fif th, Staff  recommended rhaz Arizona-American be require to seek Commission

14 approval of any amendments to, or transfers of agreements relating to the purchase of water,

15 such as Cilizens` Central Arizona Project ("CAP") water subcontracts.

16 Finally, Staff recommended that the Commission order Arizona-American to charge

17

18

19

ratepayers for services based on the rates, charges, and service tariITs in effect' at the time of

i closing in each Citizens service territory, until such time as Arizona-American files general rate

| proceedings for each service territory.

20

21

22

73

24

25

In its rebuttal filing, Arizona-American indicated that it would stipulate tO the conditions

| recommended by Staff, including the deferral of a decision concerning the recognition Of an

| acquisition adjustment and the conditions under which an acquisition adjustment would be

| recognized, and would adopt and utilize the rates and charges for service, and all other service

1 tztriffs currently in effect in each of the affected Citizens service territories. However, Arizonzt-

l American disagreed with imputing Citizens' AIAC and CIAC to Arizona-American.

26

000I 970$.0 DECISION no 4356/
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I Subsequently, Staff and Arizona-American entered into the Agreement, which resolved

2 all areas of disagreement relating to the terms and conditions under which the Acquired Assets

's
.> would be transferred to Arizona-AmericaN.

4 Pursuant to the terms of the Agreement, Citizens` AIAC and CIAC will be imputed to

5 Arizona-American for ratemaking purposes. This adjustment will reduce rake base. The amount

6 of the AIAC and CIAC to be imputed lo Arizona-American for rate making purposes will be

7 based on [he actual balances shown on CilizenS` regulatory books as of the dale of the lransier of

8 the Acquired Assets, adjusted as follows; an amount equal [O 5 percent or' Citizens' AIAC

9 balance ax the lime of the transfer will be reclassified as ClAC and added lo the CIAC balance,

10 and the same amount will be deducted from Cllizens' AIAC balance. The adjusted amount of

I I AIAC will be amortized b-:low the line (i.e., no rmpacl on expenses) over n period of`6.5 years.

12 .w-ilh the amonizalion period beginning on the day on which the transfer lakes place. The

18 adjusted amount of CIAC will be amorlized above the line (Le, as 21 reduction to depreciation

14 €XP€I1S€ that would olherwlse be recoverable nm roles) over a period o f  10 with theyears,

I 5 amortization period beginning on the day on which the Lransfer takes place. The imputation of

16 AIAC and CIAC to Arizona-American.is solely for ralemaking purposes, and not for Gnanciéxl

17 accounting or any other purpose.

18 In addition to agreeing (O the imputation ofAIAC and GIAC, Arizona-American agreed

19 that the Commission may adopt Staffs remaining conditions concerning the sale and Lransfer of

20
T:

21

the Acquired Assets..Staff and Arizona American also agreed that Arizona-American's request

for an accounting order to establish the amortization method for any acquisition adjustment

.22 resulting from the transaction should be deferred until a future rate case.

23 Based on these agreements by Arizona-American, Staff  is recommending that the

24 Commission should approve the transfer of the Acquired Assets to Arizorta-American and should

25 not impose any additional terms. conditions or requirements on Arizona-American.

26

0001970&O Decision no. 4 3 5 8 %
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I During the hearing, Staff and Arizona-American voiced their support of the Agreement,

2 believ.nfz that its terms are reasonable and iii the public interest. AUIA aI5o expressed its

support for the Agreement. However. the remaining party lo the proceedin<f, RUCO, objects to

4 the approval of the Agreement and to the transaction generally, as discussed below.
t

5 Position oFRUCO

-
J

6 RUCO maintains the proposed transaction believing zharir is not in the public interest

7 and.should not be approved unless it is restructured. RUCO argued that the transaction could

8 possibly, in the t`uLure_ impact on ratepayers. While RUCO did noidisrigree Leal consideration at'

9 an acquisition adjustment should be deferred until a future ratecase, RUCO argued that the gain

10 resulting from the sale of the Acquired Assets received.bv Citizens. i.e.. the diiTerence between

I I the Mel book value of the Acquired Assets and the purchase price being paid by Arizona-

12 American, should be shared equally between Citizens stockholders and the ratepayers_
RUCO

I _' Further argued that the Commission should adopt a set of criteria to determine what, IF any

14 acqulsluon adjuslmem should be allowed in a l`L1tL1re rate proceeding. RUCO also suggested that

1 5 to make this transaction in the public interest, among other things, the transaction should be

16

17

18

19

20

contingent upon Arizona-American's Board of Director's approving a letter pledging to invest ho

less than 15 percent of the purchase price in acquisitions and capital improvements of"r€sourc€s

1 stressed" water and/or wastewater utilities in Arizona no later than 72. months after the date the

l Commission authorizes the transaction.

Analysis olIDisposition of Gain Issue

21 RUCO contended that fundamental principles of faimess support sharing the gain in this

22 case. RUCO maintained that ratepayers have shared in the risk associated with the operation of

23 the utility assets and that in necessarily follows that ratepayers should share in the gain realized

i
I
1

|

24 from the sale of those assets. According ro RUCO, This risk sharing results from the accounting

25 treatment provided in the National Association of  Regulatory . Uti l i ty Commissioners

26 (*`NARUC") Uniform System of Accounts when an asset is relied prematurely, i.e., before a

0001920&O DECISION no. 4  3 5 8 4
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I

2

I utility fully recovers its original cost via depreciation. RUCO also stated that prior Commission

i decisions support gain sharing.

1
.> In response, Citizens argued that ratepayers have assumed no riskirn connection with the

4 i operation of Citizens' water and walL€wal€r »utility business. Investors have provided the

5 uKilil)"s capital and bear the f inancial risks associated with its operations. Therefore_ the

6 investors should be entitled to receive any garn resL1llin9 from the transaclnon. ..A s LO prior

7 Commission decisions. Citizens cited three anaIogQus cases involving a sale of an entire line of

8 utility business which the Commission did not order gain sharing' CiLia-:ns also cited

9 . Decision No. 60167 (April 17, I 997) in which a utililyls natural gas business was sold ax a loss.

10 In that case, the Commission did not order the customers ro share in the loss

I l This proceeding is similar to the three cases cited earlier by Citizens since it is selling its

12 entire business and will have no furllmer water and wastewater operations in Arizona. The

13 .Commission has ncver.rcquired gain sharing under these circumstances. In the Camel of the

14 West matter, in which Citizens was authorized Lo acquire all of ConLel's telephone properties in

l 5 Arizona, SlatT urge that the gain resulting from the sale be shared equally with ratepayers.

16 However, the Commission rejected Qain sharing in that case.

17 We also do not believe that ratepayers bear a substantial risk by virtue of receivir\2 utility

19

20

21

22 utiiiLy's business.

18 service in this case. The particular accounting treatment for depreciable plant provided under the

I Uniform System oF Accounts docs nor shirt risk to customers, but rather prescribes particular

| accounting adjustments to properly reflect rate base before and after the retirement of a plant

l item. The utility's owners, i.e.,. its shareholders, ultimately bear the risks associated with the

l While regulation may reduce those risks relative to most non-regulated

78

24

53819.
25

1 Citizens/Southern Union, Decision No. 57647 (December 7. l99 l); Conley/citizens, Decision No.

(October 17. I 994); and GTE/Citizens, Decision No. 6"6~18 (June 13. 2000).

26 J Ago Improvement Companv/Southwest Gas. Decision No. 60167 (April 17, 1997).
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I businesses. regulation does not shift that risk to ratepayers. who are entitled to receive utility

2 scrvace at l'zll€s see by the Commxssmn.

1
.J Accordingly, we do norfirmd it appropriale under the circumstances in this case lo require

4 Citizens to share with ratepayerS any part of the gain it receives from the sale of the Acquired

5 Assets to Arizona-American. However. this will not preclude the Commission from protecting

6 oNe ratepayers in the future. In any claim for an acquisition adjustment in a future rate case. the

7 .Commission can strictly scrutinize the foundation of the claim and determine what amount, if`

8 any, slwould be approved.

9 Analysis of RemaininQ RUC() Recommendations

10 RUCO's other .recommendations pertained to the structure of The transaction and

I I RUCO.s concerns that this structure could lead Lo rate increases in the future. RUCO.s concern

12 primarily relates .ro the fact that Arizona-American wil l not be assuming all of  Citizens

13 liabililies associated with -AIAC and CIAC, which totaled approximately $80.Smillion and $4.7

14 million, respeclivelv , at December 31, 1999. According IO RUCO, the structure of  the

I 5 transaction will result in the elimination of AlAC and CIAC as reductions from rate base, which

16 will in turn result in an increase M rate base and, evcnluallv, to rate increases.

17 We believe that time Agreement appropriately deals with this issue. Citizens` AIAC and
I

I

18 CIAC will be recognized for rate making purposes by Arizona-American, even though Arizona-

19 American is not assuming those liabilities. By v irtue of this imputation, lheimpacl of  the

20 -structure of the transaction will be ameliorated.I Based on the evidence and the testimony, the

21 'approach utilized in the Agreement is reasonable.

22 Further, the evidence indicates that the transaction between Citizens, Arizona-American

73 and AWW was the product of arms-length negotiations that occurred after Citizens had adopted

24 its current business strategy of focusing on telecommunications services and divesting inselfof

25 its water all wastewater systems, as well as its elect to and natural Qas systems throughout the

26
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I The payment by Arizona~

2

1 country. This is not a transaction between affiliated companies.

I American will constitute an investment in the Acquired Assets.

-v
J RUCO also expressed concern regarding the impact of the transaction on Citizens'

4

5

6

7

8

i accumulated deterred inc_ome taxes ("ADlTs"), which totaled approximately $5.2 million as of

l December St, 1999, and Citizens' investment lax credits ("laCs"), which totaled approximately

132.2 million as of the same date. Under the Agreement, any decision on the treatment of ADITs

1 and ITs will be deflecTed until Arizona-American seeks new rates in a future proceeding.

1 Stal`f`s recommendation is appropriate under the circumstances herein.

9 Next, RUCO questioned the approach proposed by Arizona-American and SLaIT. as

RUCO agreed with Arizona-American and Staff that it is appropriate ro

e

l 5 However, RUCO's witnesses also contended that the

16

17

10 adopted in the Agreement, for dealing with the possible future recognition of an acquisition

11 adjustment in rates.

12 defer consideration of any acquisition adjustment resulting from the transaction until a future rate

13 I proceeding, .in order to afford Arizona-American an opportunity to demonstrate .that the

14 acquisition has provided a net benefit to ratepayers by virtue of improved operating efficiencies.

economies of scale and other synergies.

| Commission should adopt a set formula that would be used in connection with any future

j determination of the amount of the acquisition adjustment.

18

19

20

21

22

23

24

25

26

We have concerns about the adoption of a set, mechanical formula to quantify a future

1 acquisition adjustment. We believe that such a determination should be made at the time all the

l facts and circumstances are known. StafFs recommendation concerning the basis on which the

l Commission Will allow the recovery of an acquisition adjustment is reasonable and in the public

l interest. Arizona-American is cautioned that the Commission will require Arizona-American to

l demonstrate that clear. quantifiable and substantial net benefits to ratepayers have resulted from

l the acquisition oF.Citizens' systems that would not have been realized had the transaction not

occurred before the Commission will consider recovery' of any acquisition adjustment in a future

l rate proceeding.

000I'9'O&O DECISION NO. 43584
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l

2

1. INTRODUCTION

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. My name is Michael E. Burton and my business address is 2902 Isabella Blvd.,

Suite 20, Jacksonville Beach, Florida.

Q. ARE YOU THE SAME MICHAEL E. BURTON THAT PREPARED

PREFILED DIRECT TESTIMONY IN THIS PROCEEDING ON BEHALF

OF THE TOWN OF YOUNGTOWN ("YOUNGTOWN")'?

A. Yes .

11. SUMMARY OF RECOMMENDATIONS

Q. HAVE YQU REVIEWED THE PREFILED REBUTTAL TESTIMONY OF

THE WITNESSES FOR ARIZONA-AMERICAN ("COMPANY")?

A. Yes.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Q- WHAT IS THE PURPOSE OF YOUR PREFILED SURREBUTTAL

TESTIMONY IN THIS PRQCEEDING?

A. The purpose of my Surrebuttal Testimony is to respond to various inaccuracies

and mischaracterizations made by Arizona-American witness Mr. David P.

Stephenson in his Profiled Rebuttal Testimony regarding certain positions taken

20

21

22

23

24

25

26
by Burton 84 Associates, Inc. on behalf of the Town of Youngstown. The Specific
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1 areas of Mr. Stephenson's Rebuttal Testimony I respond to are: (1) Mr.

2 Stephenson's mischal'acterization of my understanding of fair value ratemaking in

3 Arizona, (2) Mr. Stephenson's mischaracterization of my opinions regarding fair

4
value rate base ("FVRB") determinations and subsequent operating income and

5
rate calculations, and (3) Mr. Stephenson's inaccuracies regarding the recovery of

6

7
all or a portion of the subject acquisition adjustment in this proceeding.

8

9 My Surrebuttal Testimony also responds to the Prefixed Rebuttal Testimony of

10 Mr. Ronald L. Kozo ran regarding Youngstown's request to be eligible for service

11
under Arizona-American's water irrigation tariff.

12

13

I I I . FAIR VALUE RATE MAKING IN ARIZONA 0

14

15

16

Q. MR. DAVID p. STEPHENSON TESTIFIES (REBUTTAL TESTIMONY,

PAGE 14, LINE 21) THAT "YOUNGTOWN'S CONSULTANTS DO NOT

UNDERSTAND ARIZONA LAW" AND "HAVE NO EXPERIENCE WITH
17

18

19 RATE MAKING IN ARIZONA OR, FOR THAT MATTER, ANYWHERE

20

21

THAT FOLLOWS THE 'FAIR VALUE' APPROACH". DO YOU HAVE

ANY COMMENT ON THIS TESTIMONY?

22

23

A. Yes. I believe that Mr. Stephensoll's implications that Arizona law and

rateniaking are too complex to possibly understand without having direct

24
experience in Arizona is unnecessarily inf1a1nmato1.y and inaccurate.

25

26
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1 First of all, rate making in Arizona is not all that unique from other states. In fact,

2 aside from the use of the fair value approach to rate base determinations, the

3 fundamental rate making methods and principles are not uncommon from those

4
utilized in other states.

5

6

7
Furthennore, as mentioned in my Pre filed Direct Testimony and explained in

8 Exhibit MEB-1, I have over thirty years experience in the utility industry, and

9 have written numerous papers, manuals, and other publications, as well as made

10 multiple utility industry presentations. I any also a member of the American

11
Water Works Association ("AWWA") Rates and Charges Subcommittee (as was

12
Arizona-American witness Mr. William Stout, according to Line 26 of his

13

Rebuttal Testimony), a committee dedicated to developing solutions to a broad *

14

15
range of water rate making policy issues. I am not an attorney, but combining

16 my extensive utility experience with a review of certain Arizona case law,

17 relevant sections of the state constitution, and prior Arizona Corporation

18 Commission ("Commission") orders, I am able to fully grasp the ratemaking

19
process of Arizona, including the concept of fair value, as it has been historically

20
applied, contrary to the assertions of Mr. Stephenson.

21

22

23
My understanding of Arizona rate making is exemplified when comparing my

24 positions on behalf of Youngstown on key rate issues in this proceeding with the

25 positions submitted by the Utilities Division Staff ("Stdf") and the Residential

26
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l Utility Consumer Office ("RUCO") on the same key issues i11 this proceeding.

2 For example, Staff and RUCO both submitted similar positions to Youngtown in

3 regard to the deferral of recovery of an acquisition adjustment (See Direct

4
Testimony of Staff witness Darren W. Carlson, Page 9, Line 21 and Direct

5
Testimony of RUCO witness Marylee Diaz Cortez, Page 3, Line 16) and the

6

7
determination ofFVRB on the basis of original cost rate base ("OCRB") (See

8
Direct Testimony of Staff witness Darren W. Carlson, Page 8, Line 15 and Direct

9 Testimony of RUCO witness Marylee Diaz Cortez, Page 2, Line 22). The

10 similarity of Staff and RUCO's recommendations to Youngtowll's

11 recommendation demonstrates my understanding of Arizona ratemaking and

12
corroborates the validity of my analysis and recommendations.

13
9

14

15
Finally, a comparison of the final recommended rate outcomes of Staff and RUCO

16 with those of Youngstown substantiates my understanding of Arizona ratemaking.

17 It is doubtful that all three parties; Staff, RUCO and Youngtown, are wrong in

18 their analyses and recommendations when all three parties reach the same or

19
similar conclusions. The final rate increase recommended by Staff and RUCO for

20
the Sui City Water District is 31.14% (See Direct Testimony of Staff witness

21

22
Darrow W. Carlson, Page 5, Line 24) and 31 .7% (See Direct Testimony ofRUCO

23
witness Rodney L. Moore, Page 12, Line 6) respectively, compared to

24 Youllgtowu's original recommendation of 38.25% (See Direct Testimony of

25 Yeuugtown witness Andrew J. Burnham, Page 15) and revised proposal of

26
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1 33.19% (See SuxTebutta1 Testimony of Youngtown witness Andrew J. Burnham,

2 Page 5). For the Sun City Wastewater District, the final recommended rate

3 increase proposed in the Prefixed Direct Testimony of Staff and RUCO is

4
(15.86%) (See Direct Testimony of Staff witness Darren W. Carlson, Page 5, Line

5
25) and (l7_58%) (See Direct Testimony of RUCO witness Rodney L. Moore,

6

7
Page 12, Line 6) respectively compared to Youngstown's original proposal of

8 (I 1 .05%) (See Direct Testimony of Youngtown witness Andrew J. Burnham,

g Page 15) and revised proposal of(14.33%) (See Surrebuttal Testimony of

10 Youngtown witness Andrew J. Burnham, Page 6). The fact that the proposals

11
submitted by Staff and RUCO are similar to those of Youngstown demonstrates a

12
clear, common, and consistent understanding of Arizona ratemaking. In fact, it

13

can be surmised that the similarity of the recommendations of Staff, RUCO and 4

14

15

16

Youngtown tends to support a reasonable outcome in this proceeding consistent

with the results of the recommendations of these parties as opposed to the

proposal of the Company.17

18

19
IV. FVRB DETERMINATION

20

21 Q. DOES MR. STEPHENSON PROPERLY CHARACTERIZE YOUR

22 PREFILED DIRECT TESTIMONY AS STATING THAT THE USE OF

23
FAIR VALUE RATE BASE IN ARIZONA REQUIRES A RATEPAYER

BENEFIT?
24

25

26
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1 A. No. My Direct Testimony states that if a FVRB and required operating income

2 based on reconstruction cost new less depreciation ("RCND") is higher than the

3 historically used FVRB and required operating income (essentially the required

4
operating income under OCRB), the increase is effectively an acquisition

5
adjustment and the utility must demonstrate a public benefit justifying the use of

6

RCND in the fair value determination to comply with the previous Commission
7

8
order. If no additional public' benefit can be proven from the awarding of higher

9 rates resulting from a fair value calculation relying upon RCND, there should not

10

11

be a premium of value above OCRB. It is not my position that that the use of

FVRB is predicated upon a showing of ratepayer benefit. Rather, it is my position

12
that any amount of rate base or required operating income in excess of the

13
historical fair value calculations based upon OCRB is an acquisition adjustment

14

15
and is subj act to the prior Commission order requiring a demonstration of public

16 benefit.

17

18 Q- DOES MR. STEPHENSON PROPERLY CHARACTERIZE YOUR

19 DIRECT TESTIMONY AS STATING THAT THE FAIR VALUE OF THE
20

21
COMPANY'S ASSETS IN THIS PROCEEDING SHOULD BE

DETERMINED BY ADDING THE ACQUISITION ADJUSTMENT TO
22

23
THE ORIGINAL COST RATE BASE?

A. No. My Direct Testimony states my opinions quite clearly on how fair value and24

25

26

utility valuations should be determined. As such, l continue to advocate a FVRB



r

I

Michael E. Burton
Profiled Surrebuttal Testimony
Docket No. WS-01303A-02-0867 et al.
Page7

1 determination in this proceeding based solely upon .OCRB and multiplied against

2 the appropriate cost of capital as historically determined by the Commission in

3 order to determine the appropriate level of required operating income.

4

5
Q- PLEASE COMPARE YOUR APPROACH TO DETERMINING FAIR

6

7
VALUE WITH THUSE ADVOCATED BY OTHERS IN THIS

8 PROCEEDING AND NORMAL COMMISSION PAST PRACTICE?

9 A. As I mentioned earlier, both Staff and RUCO advocate a fair value approach

10 based upon OCRB and the appropriate cost of capital. It is important to mention

11
that Staff, RUCO, Youngtown and Arizona-American (Rebuttal Testimony of

12
David P. Stephenson, Page 10, Line 25) all agree that the Company should not be

13

14
allowed to recover any amount of an acquisition adjustment due to the fact that it

15
has failed to meet certain conditions of Decision No. 63584. As such, Staff,

16 RUCO, and Youngstown have removed the costs associated with an acquisition

17 adjustment from the OCRB calculations presented in Direct Testimony.

18

19
Based upon my review of certain Commission prior orders and the Prefixed Direct

20
Testimony of Staff witness Derron W. Carlson (Page 7, Line 3), my position with

21

22
regard to the determination of fair value rate base in this proceeding is entirely

23
consistent with prior fair value determinations. Staff witness Mr. Carlson states

24 that most utilities in Arizona do not even submit valuations other than OCRB for

25

26

consideration in fair value determhaations. Furthermore, I understand that prior
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l fair value determinations in which OCRB and RCND valuations were presented

2 typically utilized a weighted approach to determining the FVRB. in this situation,

the FVRB was calculated based upon an equal weighting of the RCND and3

4

5

OCRB valuations, and the rate of return applied to the FVRB resulted in the same

level of required operating income as multiplying the OCRB by the cost of

capital. In essence, utilizing the Commission's past practice for determining fair

value on the weighted approach produced the same required operating income

results as a proposal based upon 100% OCRB and the cost of capital determined

6

7

8

9

10

11

by the Commission.

12
v. 1u8covERy OF AN ACQUISITION ADJUSTMENT

13

14 Q. DO YOU AGREE WITH MR. STEPHENSON'S STATEMENT ON PAGE

15

16

11, LINE 14 OF HIS REBUTTAL TESTIMONY THAT THE COMPANY

HAS "REQUESTED A REVENUE REQUIREMENT BASED UPON FVRB,

EXCLUDING THE ACQUISITION ADJUSTMENT"?
17

18

19
A. No.

20

21 Q- PLEASE EXPLAIN.

22

23

A. As I mentioned in my Profiled Direct Testimony, the RCND method is a

calculated representation, in current dollars, of what it might cost to reconstruct

the existing plant that multiplies the original cost of the facilities by a selected
24

25

26
index (by month and year of acquisition). Typically, the RCND value is usually
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1 greater than the OCRB value. Since historically the Commission has calculated

2 fair value essentially on the basis of OCRB, the inclusion of RCND in FVRB in

3 this instance amounts to an adjustment to compensate the Company for a portion

4
of the purchase price in excess of OCRB, in essence an acquisition adjustment.

5

6

7
That being said, Decision No. 63584 has already set forth the criteria that must be

8 met before Arizona-American can request recovery of an acquisition adjustment.

9 In fact, Arizona-American has stated that the Company is not proposing to

10 recover an acquisition adjustment in this proceeding because it admittedly cannot

11
satisfy that criteria (See Rebuttal Testimony of David P. Stephenson, Page 10,

12
Line 25, and Direct Testimony of David P. Stephenson, Page 23, Line 10). Yet,

13

14
in this proceeding, the Company has proposed that 100% of the RCND rate base

15
be utilized as the fair value rate base. This is simply cloaking au acquisition

16 adjustment in the veil of fair value. If Arizona-Anlericau's proposal were to be

17 adopted, the Commission would be allowing the Company to avoid satisfying a

18 condition from Decision No. 63584 that it knowingly cannot comply with at this

19
time and allow a premium in value indicative of an acquisition adjustment without

20
demonstrating public benefit.

21

22

23
The second potential for recovery of ail acquisition adjustment exists if the

24 Commission were to determine FVRB as it has in the past when OCRB and

25 RCND values have been presented based upon the OCRB values as filed by the

26
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1 Company. Typically, a weighting methodology was employed that resulted in the

2 effective required operating income produced by multiplying OCRB and the cost

of capital. However, the OCRB values filed by the Company fn this proceeding3

4

5

include the booked acquisition adjustment amounts in rate base. Therefore, if the

weighting methodology were to be utilized in this proceeding without removing

the acquisition adjustment from the Company's OCRB filed values, the end result

would be to authorize recovery of an acquisition adjustment since the Company

6

7

8

g

10

11

included the acquisition adjustment in its calculation of OCRB.

VI. ELIGIBILITY FOR WATER IRRIGATION TARIFF
12

13

14

Q DO YOU HAVE ANY COMMENTS IN REGARD TO THE INTERPLAY

BETWEEN RUCO'S RATE DESIGN PROPOSAL AND ELIGIBILITY

15

16

FOR THE WATER IRRIGATION TARIFF AS OUTLINED IN THE

ANSWER OF RONALD L. KOZOMAN ON PAGE 35, LINE 15 OF HIS

REBUTTAL TESTIMONY?
17

18

19
A. Yes.

20

21 Q. PLEASE EXPLAIN.

22

288

A. First of all let me reiterate that in Mr. Burnham's Direct Testimony (Page 2, Line

26) he stated that proposals made by Buxton & Associates on behalf of

Youngstown were independent of any Commission detennination on revenue
24

25

26
allocations to customer groups. Accordingly, the decision to advocate service
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1 availability to Youngstown under the Coinpany's lawn irrigation tariff was based

2 upon the current rate structure of Arizona-American. Essentially, Mr. Burnham

3 stated that Youngstown was not advocating a change in the current rate structure of

4
the Company's water and wastewater districts at this time. This position was

5

6
largely due to the fact that there are significant rate increases proposed by the

7
Company in this proceeding for its many districts. The compounding effects of

8 simultaneously changing the existing rate structure as well as substantially

9 increasing rates could have significant unintended consequences to certain

10 customers depending upon their usage. As such, Youngtown believes it is more

11
appropriate to defer a decision regarding rhe existing rate structure until the

12
following rate proceeding due to the potential customer impacts of large rate

13

14
increases combined with a change in rate structure.

15

16 Q- DOES THIS CONCLUDE YOUR PREFILED SURREBUTTAL

17 TESTIMONY?

18 A. Yes.

19

20

21

22 F:\I753\-l0-1 ACC Proceeding\SurrebuttaI Testimony\Burton FINAL.doc

23

24

25

26


